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Preface 


The October 1985 discussion paper entitled “Reforming the Budget Process” 
outlined a number of proposals to enhance the Budget process by ensuring 
greater involvement of the public and Members of the Legislature. This 
Economic and Fiscal Review is part of the Government’s efforts to improve 
the pre-budget discussions and consultative process, leading to the 
development of Ontario’s annual Budget. In Spring, 1986, the Legislature 
set up the Standing Committee on Finance and Economic Affairs to 
“consider and report to the House its observations, opinions and 
recommendations on the fiscal and economic policies of the Province.” 


This Review has been prepared to assist the Committee, other members of 
the Legislature and the general public in deliberations and discussions on 
the forthcoming 1987 Ontario Budget. 
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The Ontario Economy: 
Performance and Prospects 


Ontario Economic Outlook at a Glance 


1985 1986 1987 
Real Growth (%) | AT 4.1 36 
Inflation (%) 4.0 4.0 370 
Job Creation (000s) 159 156 114 
Unemployment Rate (%) 8.0 7.0 6.7 


In 1987, Ontario’s labour force will grow to over five 
million people and the gross provincial product will 
exceed $200 billion. 


Recent Performance 


The Ontario economy is now in its fourth consecutive year of growth 
following the 1981-1982 recession. That recession was brought on by a 
dramatic increase in real interest rates and the severe downturn in the U.S. 
economy. Consumer demand, especially for durable goods such as 
automobiles, dropped sharply, while businesses curtailed investment 
activity. The result was the deepest recession since the Great Depression of 
the 1930s. 


Vigorous U.S. growth in 1983 and 1984 provided the initial engine for an 
export-led recovery. Ontario exports grew by about 38 per cent from 1982 to 
1984, in large part due to higher automotive trade with the United States. 
In 1985, although U.S. economic growth slowed, Ontario’s economy 
registered a third year of robust growth. The Ontario expansion became 
more broadly based, with domestic consumption and investment providing a 
greater contribution to overall economic growth. 


Ontario’s economy suffered more severely than other jurisdictions in the 
1981-82 recession. Real output in Ontario declined, from the pre-recession 
peak to the trough, by 7.2 per cent compared to 6.6 per cent for Canada asa 
whole and 3.4 per cent for the United States. Equally significant is the fact 
that the recovery was particularly strong in Ontario. Throughout the 
expansion, Ontario’s economy has experienced stronger growth than the 
rest of Canada. From 1982 to 1985, Ontario’s real output grew by 18.7 per 
cent, compared to 13.1 per cent for Canada as a whole. Over the same 
period, Ontario’s employment rose by 8.2 per cent, compared to 5.0 per cent 
in other parts of the country. 


UNEMPLOYMENT RATES BY PROVINCE, SEPTEMBER 1986 
(Seasonally-Adjusted) 
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Source: Statistics Canada. 


Ontario’s economy is more heavily oriented towards manufacturing and less 
to primary resource industries than is the rest of Canada. In large part, this 
orientation accounts for the relatively strong performance of the Ontario 
economy. 


SHARES OF REAL OUTPUT, 1985 
MANUFACTURING AND PRIMARY SECTORS 
% 


Ontario 


Rest of Canada 


Manufacturing Primary* 


* Agriculture and Fishing, Forestry, Mining, Quarrying and Oil Wells 


Source: Statistics Canada and Conference Board of Canada. 


During the recovery, growth in manufacturing output, particularly 
automobile production, has outperformed that of primary industries. 


REAL OUTPUT GROWTH IN CANADIAN 
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The relative strength in manufacturing is also reflected in the performance 
of prices in that sector relative to those in the resource sector. 
Manufacturing prices increased by almost 20 per cent between 1981 and 
1986. However, agricultural and metals prices drifted down. Crude oil 
prices, after rising steadily over the last five years, plummeted in the first 
half of this year. 


MANUFACTURING, AGRICULTURAL, CRUDE OIL 
AND NON-FERROUS METALS PRICE INDICES 
(1981 = 100) 
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Source: Statistics Canada. 


Parts of Ontario or its economy have experienced adverse effects from the 
generally low commodity prices. For example, Northern Ontario is an 
important exception to the overall strength in the province’s economic 
performance. Table 1 shows the unemployment rates by region since 1980. 


Ontario Unemployment Rates by Region, Table 1 
1980 to 1986 
(Per Cent) 


South North North 
East Central West East West Ontario 


1980 8.0 5.9 O65 8.0 ey 6.8 
1982 9.2 9.1 11.4 14.8 10.3 9°3 
1985 8.6 (iS) 8.4 10.6 10.2 8.0 
1986 (January-September) 8.0 6.5 ie bs Lise TZ 
Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 

Note: Due to changes in regional boundaries and survey methodology, pre-1984 data are not strictly 


comparable with later data. 


Key Factors and Assumptions: 1986-1987 


Ontario’s economic performance is closely tied to external developments. 
The four most important are: 


@ economic growth, particularly in the United States, but also in Western 
Europe and Japan; 


@ economic growth in the rest of Canada and the fiscal actions of the 
federal government; 


e federal monetary policy, changes in interest rates and foreign exchange 
rates; and 


e the price of oil and natural gas. 


The U.S. and World Economies 


Exports to the United States account for about 35 per cent of Ontario’s 
Gross Provincial Product (GPP). Accordingly, the health of the U.S. 
economy is vitally important to Ontario. Following a very rapid initial 
rebound during the first two years of the recovery, the American economy 
has settled into a pattern of slow growth. Moreover, despite the stimulus 
from lower oil prices and falling interest rates, the U.S. economy is expected 
to remain sluggish. 


Burdened by a steadily mounting trade deficit, the U.S. economy grew at 
only a 2.5 per cent real annual rate over the first half of 1986. Asa result of 
a modest pick-up in the second half of 1986, real growth of 2.7 per cent is 
expected for the year as a whole. While lower oil prices have spurred 
consumer spending, their short-run negative impacts have been large. 
Investment spending in the capital-intensive energy sector has collapsed 
and oil imports are up sharply. The stimulus from recent reductions in U.S. 
interest rates has been limited to the consumer; business spending is weak. 


The trade sector remains the major source of weakness in the U.S. economy. 
However, there are positive signs. The U.S. dollar has depreciated 
significantly since the Group of Five (G-5) agreement on exchange rate 
realignment. For a number of reasons the initial impact has been to widen 
the trade deficit further this year, but the results of strengthened U.S. 
competitiveness are expected to be evident in 1987. 


In addition to the currency corrections following the G-5 agreement, both 
West Germany and Japan will have to allow their economies to grow more 
quickly to absorb U.S. exports. Also, improvements in Third World debt 
arrangements would facilitate renewed growth of U.S. exports to these 
countries. This forecast assumes modest improvements on these fronts. 


On balance, the U.S. trade performance is expected to improve in 1987; the 
trade deficit (measured in constant 1982 $) is expected to fall to about $100 
billion from $130 billion in 1986. 


U.S. DOLLAR EXCHANGE RATES OF MAJOR CURRENCIES 
(October 1985 = 100) 
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Slow economic growth is producing a record U.S. budget deficit, which is 
expected to reach close to $230 billion in the current fiscal year. U.S. fiscal 
policy is expected to become more restrictive in 1987, with or without precise 
adherence to Gramm-Rudman deficit reduction targets. 


e Tax reform could withdraw as much as $11 billion from the economy in 
1987, exacerbating the impact of government expenditure restraint on 
economic growth. In addition, the changes in U.S. tax law shift a greater 
share of the tax burden to businesses, especially those that are capital 
intensive. This will have an adverse impact on investment spending. 


Monetary policy should continue to play a stimulative role in the economy, 
providing a partial offset to the trade deficit and tightening fiscal policy. 
Between January and October 1986, the Federal Reserve Board cut its 
trend-setting discount rate by 2.0 percentage points, bringing about a 
significant reduction in short-term interest rates. Further rate reductions 
are expected next year, providing an incentive to consumer and business 
Spending. 


Overall, modest improvement in the trade deficit coupled with further 
monetary accommodation should produce marginally stronger growth in 
1987. Real GNP is forecast to grow at a 2.9 per cent rate. However, tighter 
fiscal policy and sluggish investment spending will act as impediments to a 
stronger performance. 


U.S. REAL GROWTH 
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Source: U.S. Department of Commerce and Ontario Ministry of Treasury and Economics. 


Continued moderate growth of the economies of other major industrial 
countries is expected. The current OECD forecast calls for Japanese growth 
of 3.25 per cent this year, followed by 3 per cent in 1987. The German 
economy is forecast to expand by 3.5 per cent this year and 3 per cent in 
1987. The rest of OECD Europe is expected to achieve growth of 2.75 per 
cent in 1986 and 2.5 per cent next year. 


The Canadian dollar has depreciated significantly against the currencies of 
Japan, West Germany and France. The recent depreciation of the dollar 
enhances the competitiveness of Ontario products, both in North American 
markets and overseas. The Canadian dollar exchange rate against major 
overseas currencies is not expected to vary significantly from current levels 
in the short term and thus will continue to contribute to the competitiveness 
of Canada’s trade-sensitive industries. Continued economic growth in these 
countries should help to sustain Canada’s export performance. 


The Canadian Economy and Federal Economic Policy 


Because of the strong trade links between Ontario and the other provinces, 
developments elsewhere in Canada have an important bearing on the 
performance of Ontario’s economy. Although interprovincial trade is 
extremely difficult to measure, Ontario’s exports of goods and services to 
other provinces may account for as much as 15-20 per cent of Gross 
Provincial Product. 


The rest of Canada is expected to grow more slowly than Ontario over the 
forecast period. Nonetheless, real growth in the rest of Canada is expected 
to accelerate from 2.4 per cent in 1986 to 3.1 per cent in 1987. Including 
Ontario, Canadian real GDP is forecast to grow by 3.1 per cent this year and 
by 3.3 per cent in 1987. 


e Canada’s unemployment rate is forecast to drop from an annual average 
of 9.7 per cent in 1986 to 9.4 per cent in 1987. 


e Depressed resource prices have dampened growth in the rest of Canada. 
Large declines in world oil prices have sharply curtailed investment in 
the oil and gas sector. 


e Weak agricultural prices have restrained consumption and business 
investment in agricultural regions, especially in Western Canada. 


e This year’s buoyancy in the housing sector is expected to continue in 
1987 because of pent-up demand and the possibility of further declines in 
mortgage rates. 


e Export growth is weak this year in response to lower demand growth 
throughout the international economy, especially for resource products 
such as metals, oil and agricultural products. However, an improvement 
in the world’s economic environment and modest increases in resource 
prices should lead to stronger export growth in 1987. 


Federal fiscal policy is an important element in the economic outlook. In 
1985, federal expenditures of $123 billion amounted to 25.7 per cent of 
Canada’s GDP. Given the relative magnitude of these expenditures, 
changes in federal spending can have a profound impact on economic 
performance. 


Similarly, federal fiscal policy can affect economic activity through taxation. 
In 1985, federal revenues, including investment income and CPP 
contributions, amounted to $92.3 billion or 19.4 per cent of Canadian GDP. 


It is assumed for the forecast that the federal government will not alter the 
fiscal policy stance as announced in the February 1986 budget and 
reaffirmed in the September statement by the Minister of Finance. 


e In the current forecast it is assumed that federal tax and expenditure 
policies do not change in the 1987-88 fiscal year. 


Interest Rates and Exchange Rates 


Interest rates are a key determinant of demand for housing, consumer 
durables and business investment. Recently, interest rates have been 
declining. After rising to 13 per cent in February 1986, the prime rate fell to 
9.75 per cent in July, its lowest level in eight years. 


Nominal interest rates are expected to decline further over the forecast 
horizon. By the end of 1987, the prime rate is expected to decline to 8.5 per 
cent. This is in line with the expectation of continuing low domestic 
inflation and further discount rate cutsin the U.S. 


Spending is also greatly affected by real interest rates -- that is, nominal 
interest rates minus the rate of inflation. Real rates have been very high in 
the 1980s relative to earlier periods. In 1984, the real prime rate was over 
7.5 per cent. Given an expected 3.5 per cent rate of inflation, the real prime 


rate is expected to fall to 5.0 per cent in 1987. This represents an important 


stimulus to growth in spending. 


REAL PRIME RATE 
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Bank of Canada, Statistics Canada and Ontario Ministry of Treasury and Economics. 


The movement of interest rates in Canada depends in part on the Bank of 
Canada’s decisions with respect to monetary and exchange rate policies. 
The Bank of Canada is expected to continue to support the Canadian dollar 
in the 71-73 cents U.S. range by maintaining, on average, a 100-200 basis 
point differential between Canadian and U.S. short-term interest rates. 


EXCHANGE RATE 
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The forecast interest rate differential represents a significantly narrower 
spread than earlier in 1986. At that time, the Bank intervened to support 
the dollar and raised the interest rate differential to over 500 basis points. 
This forecast does not anticipate future downward pressure on the Canadian 
dollar. However, were this to happen, the Bank of Canada would likely once 
again support the dollar through direct intervention in foreign exchange 
markets and a widening of Canada-U.S. interest rate spreads. The growth 
of the Canadian economy would be affected negatively by higher interest 
rates. 


CANADA- U.S. EXCHANGE RATE AND THE 
_ CANADA-U.S. SHORT-TERM INTEREST RATE DIFFERENTIAL 
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Energy Prices 


Over the past decade, sharply higher real petroleum prices led to reductions 
in demand and the development of alternative sources of energy supply, 
reducing OPEC’s share of world markets and eroding its power to determine 
prices unilaterally. However, at the end of 1985, in a bid to restore control, 
Saudi Arabia sharply increased its oil output. This triggered a collapse of 
world prices from about $28 (U.S.) per barrel at the time to under $10 per 
barrel in mid-1986. OPEC’s agreement in August 1986 to lower output has 
led again to a firming in prices. 


Volatile world oil markets have introduced a large element of uncertainty 
into economic forecasting. However, world oil prices are expected to reach 
$16 (U.S.) per barrel by the end of the year. In 1987 and subsequent years, 
nominal oil prices are assumed to rise in line with inflation. 


hi 


WORLD OIL PRICES 


U.S.$ per 
Barrel 


Actual 


Forecast 
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Source: U.S. Department of Energy and Ontario Ministry of Treasury and Economics. 


e The key assumption underlying the expected firming of oil prices is that 
OPEC’s agreement to limit its production will prove durable. 


Ontario’s oil bill in 1985 was $6.7 billion. The decline in the price of oil to 
$16 U.S./barrel in 1986 lowers the annual outlay by $2.6 billion. This is an 
important stimulus to economic activity in Ontario. 


Natural gas prices are also falling due to the competitive pressures from 
refined oil products and government steps to deregulate natural gas 
markets. Large industrial users of gas have already been able to obtain 
price reductions of 15 to 30 per cent and lower prices for other gas users are 
being negotiated. Ontario’s wholesale gas bill of $2.8 billion is likely to be 
reduced by about $500 million annually. 


While lower oil prices provide a net stimulus to the Ontario economy, the 
decline in oil prices has had an adverse effect on growth in the oil-producing 
regions of Canada. Investment in the energy sector has been particularly 
hard hit, adversely affecting the demand for some Ontario goods. Similarly, 
lower oil prices have weakened energy investment in the U.S. and economic 
performance in its oil-producing regions. This weakens Ontario’s exports to 
those markets as well. 
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Short-Term Outlook: 1986-1987 
Sources of Growth 


Overview 


The Ontario economy is expected to grow in real terms by 4.1 per cent in 
1986 and 3.6 per cent in 1987. In terms of current dollars, the increase of 
nominal GPP is forecast at 7.1 per cent in 1986 and 6.7 per cent next year. 
Increases in consumer demand account for over half of the growth in real 
output in both years. Investment, primarily in residential construction and 
in machinery and equipment, is expected to generate over 40 per cent of the 
real growth in output in 1986 and over 30 per cent in 1987. Total 
government spending will provide a modest additional stimulus to the 
economy in 1987. After making a small contribution in 1986, inventory 
accumulation is not expected to be a source of growth in 1987. Net exports 
will be a drag on growth in 1986 as the increase in imports outpaces the gain 
in exports. In 1987, the trade position is expected to stabilize with net 
exports making a small positive contribution to growth. 


CONTRIBUTION TO REAL GROWTH 
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Consumer Demand 


Consumer spending, which represents over half of aggregate spending, will 
be the main contributor to sustained expansion. In particular, the 
consumption of durables will remain robust. Personal expenditures on all 
goods and services are forecast to grow by 4.1 per cent and 3.7 per cent in 
real terms during 1986 and 1987 respectively. 


Due to low inflation, declining unemployment and falling interest rates, 
consumer confidence is expected to remain firm. This is particularly true for 
Ontario since it is much less vulnerable than other parts of Canada to the 


men (i Tes 


negative side effects of low oil and commodity prices. According to the 1986 
summer consumer survey by the Conference Board of Canada, the Ontario 
index of consumer attitudes climbed to 132.4 in the second quarter of 1986, 
up from 121.1 in the first quarter. 


There are a number of factors that will influence consumer expenditures in 
the short term: 


Jo 


There will be a modest deceleration in nominal personal income growth, 
to 7.8 per cent in 1986, down from 8.2 per cent in 1985. This reflects the 
impact of a decrease in deposit rates on interest income and a higher 
concentration of job creation in the lower-paying service sector. Growth 
in personal income will slow further to 7.3 per cent in 1987. 


Real personal income will continue to rise, posting a 3.7 per cent gain in 
both 1986 and 1987. 


The higher federal personal income tax rates that came into effect this 
year will tend to dampen expenditure growth, but this is expected to be 
cushioned by the impact of low oil prices and a declining savings rate. 
Real personal disposable income is forecast to grow by 2.5 per cent this 
year and by 3.4 per cent in 1987. 


The Ontario personal savings rate, which averaged 17.2 per cent in 1985, 
is expected to decline to 15.9 per cent in 1986 and 15.6 per cent in 1987. 


A strong housing market, along with declining interest rates, should 
sustain robust demand for consumer durables such as furniture and 
appliances. 


With credit interest payments remaining relatively moderate as a per 
cent of personal disposable income, consumers are in a good position to 
take on more debt. 


CREDIT INTEREST PAYMENTS AS A SHARE 
OF PERSONAL DISPOSABLE INCOME 


1978 1979 1980 1981 1982 1983 1984 1985 1986 
Source: Statistics Canada. 
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Retail sales, which represent about 45 per cent of personal consumption on 
goods and services, are forecast to grow by 8.1 per cent this year and by 7.0 
per cent next year. Significant gains are occurring in sales of household 
appliances, furniture and home entertainment products. The strong growth 
in sales of these particular goods is due, to a significant extent, to the 
buoyant housing market. 


REAL CONSUMER EXPENDITURE REAL PERSONAL DISPOSABLE INCOME 
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Source: Ontario Ministry of Treasury and Economics. 


Housing 


Buoyancy in the housing sector will persist for the remainder of 1986 and 
continue into 1987. Residential construction, which includes renovation 
activity, is expected to be a major contributor to growth. Accordingly, 
residential investment is expected to climb by over 20 per cent in 1986 and 
grow at a somewhat slower rate of 13.5 per cent in 1987. Falling mortgage 
interest rates, pent-up demand from the earlier period of record-high 
interest rates and the expectation of further significant housing price 
increases have led to a surge of buying in Ontario. 


e Over the first eight months of 1986, housing prices for new homes in 
Kitchener-Waterloo and Metro Toronto rose 16.0 and 12.6 per cent, 
respectively, from last year, while housing starts for Kitchener-Waterloo 
and Metro Toronto rose 47.5 and 27.9 per cent, respectively. 


e Shortages of materials and skilled labour have delayed construction of 
many new homes until 1987. The shortage of new homes, combined with 
delayed closing dates in that market, has spurred growth in the resale 
market. 


Ontario housing starts are expected to reach 73,000 for 1986. The pace of 
activity will pick up in 1987, with housing starts rising to an estimated 
77,000 units. 
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ONTARIO HOUSING STARTS AND MORTGAGE RATES 
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Business Investment 


contributor to growth in Ontario in both 1986 and 1987. 


Business investment in plant and equipment is expected to be a major 
A strong 
competitive position, improvements in corporate balance sheets since the 
recession, the recovery of corporate profits, improved business confidence in 
the sustained expansion of the economy and declining interest rates have 


combined to create a very favourable climate for investment. 


Corporate profits are forecast to grow by 7.5 per cent in 1986 and a further 


6.1 per cent in 1987. 


DEBT TO EQUITY RATIOS, CANADA 
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The recovery of profits, the reduction in debt payments due to lower interest 
rates, and the rapid fall in inflation have led to an improvement in the 
health of the corporate sector. Debt to equity ratios have fallen more 
quickly in the non-resource sector than in the resource sector. 


Simultaneously, the interest service ratio, which reflects interest payments 
as a percentage of cash flow, has been falling because of improvements in 
corporate incomes and lower debt charges. 


INTEREST SERVICE RATIO, CANADA 


1981 1982 1983 1984 1985 1986 


Source: Statistics Canada. 


Although capacity utilization rates remain low by historical standards, they 
have been moving upwards. The current investment expansion reflects the 
fact that many sectors are reaching the limit of their useable capacity. 


e Capacity utilization across all goods-producing industries, excluding 
energy, stood at 79.9 per cent in the first quarter of 1986, 13.8 percentage 
points higher than at the lowest point during the recession. 


e The manufacturing sector was estimated to be operating at 85.6 per cent 
capacity during the first quarter of 1986, 16.9 percentage points higher 
than at the lowest point during the recession. Utilization has been 
running at higher rates in the transportation equipment and primary 
metal industries. These industries are expected to account for much of 
the growth in capital spending in the manufacturing sector. 


CANADIAN CAPACITY UTILIZATION RATES 
FOR SELECTED MANUFACTURING INDUSTRIES 
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Although factors such as interest rates, inflation and corporate profits are 
important in the investment decision, the single most important 
determinant of investment is the outlook for sales. In this regard, demand 
growth is expected to remain firm, thereby providing the main impetus for 
continued strength in business investment. 


e Total business non-residential investment will post a 13.6 per cent 
increase in 1986, and a further 9.8 per cent in 1987. 


e Investment in non-residential structures will increase moderately, 
expanding by 5.1 per cent in 1986 and 8.0 per cent in 1987. 


e Machinery and equipment spending will make the largest contribution 
to growth in business non-residential investment, expanding 18.5 per 
cent this year. The pace of activity will be slower in 1987 but machinery 
and equipment investment is still expected to advance by a solid 10.8 per 


cent. 
NON-RESIDENTIAL CONSTRUCTION MACHINERY AND EQUIPMENT 
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Exports and Imports 


Ontario’s trade performance depends, to a large extent, on developments in 
the United States which is by far our most important trade partner. 


Ontario Merchandise Export and Import Shares, Table 2 
by Country, 1985 


Exports Imports 


% of Total 
United States 90.8 83.4 
United Kingdom 1.5 ney 
Japan 0.8 3.2 
West Germany 0.6 7 
Other Countries 6.3 10.0 
All Countries 100.0 100.0 


Source: Statistics Canada and Ontario Ministry of Industry, Trade and Technology. 


After being the engine of growth in the early years of the recovery, trade is 
currently a drag on economic growth. Imports are rising more rapidly than 
exports, resulting in declining net exports. 


Weak export growth in 1986 is due to sluggish economic performance in 
the U.S. In addition, slower growth in the rest of Canada, partly because 
of low oil prices, will limit the advance of Ontario’s interprovincial 
exports. 


The U.S. market for new cars and light trucks is not expected to repeat 
gains made in 1984 and 1985. Nonetheless, asa result of the product mix 
of the Ontario auto industry, some further modest increases of its exports 
to the U.S. are expected. While the auto sector will be a less important 
source of export growth, underlying strength in replacement demand is 
expected to ensure no drastic reversal for the industry. 


Ontario’s spending on imports is being boosted by the spending on 
investment in machinery and equipment, which has a high import 
content. Spending on foreign-made consumer durables is also strong. 
Spending for energy imports will decline substantially due to the recent 
fallin oil prices. 


The trade balance is expected to improve in 1987. More rapid growth in 
exports is expected to be accompanied by moderation in the growth of 
imports. 


e As changes in trade flows typically lag exchange rate adjustments, the 
impact of the depreciation of the Canadian dollar against European and 
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Japanese currencies will not become apparent until 1987. This will 
enhance the competitiveness of Ontario’s exports overseas, and improve 
Ontario’s competitiveness in the U.S. market against exports from other 
countries. 


e In addition, low oil prices will directly contribute to a larger trade 
surplus by reducing Ontario’s energy import bill. They should also result 
in healthy growth in consumer spending in the United States, leading to 
increased demand for Ontario exports. 
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Labour Markets 


Overview 


Continued economic growth will result in further employment creation and 
a falling unemployment rate. The Ontario economy is expected to create 
156,000 jobs in 1986 and 114,000 in 1987. The unemployment rate is 
expected to drop from a 1986 average of 7.0 per cent to 6.7 per cent in 1987, 
as growth in employment outpaces increases in the labour force. 


weO' 


Ontario Labour Market Outlook _ Table 3 
1985 1986 1987 1985 1986 1987 
(000s) (percentage growth) 
Labour Force 4°87" 4,899 15,010 2G) AiZ.S eae. 3 
Employment 2a0Z" 2.000 4:62 Sh  iladaaars 5-9 jain? cons 
Job Creation 159 156 114 “ a 
Unemployment 385 341 338 - - - 
Unemployment Rate (%) 8.0 7.0 6.7 - - 
Participation Rate (%) 68.0 68.5 69.1 - - 
Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


Labour Supply 


Both population growth and participation rate increases will contribute to 
labour force growth. Ontario’s labour force is expected to increase by 
112,000, or 2.3 per cent, in 1986, and by a further 111,000, or 2.3 per cent, in 
HS Fo Nfl 


There will continue to be substantial growth in the 15 and over age group, 
the source population for the work force. This is due, in part, to 
interprovincial and international migration. Significant net inflows of 
people can be expected as a result of Ontario’s strong economic performance 
relative to other provinces. 


Ontario’s labour force will also be affected by increases in the rate of 
participation in the labour force. In the short-run, participation rates are 
affected by labour market conditions. As labour markets deteriorate, 
participation rates fall. For example, participation rates decreased in 1982 
and 1983 in response to rising unemployment. Conversely, rates tend to 
increase as labour markets tighten. 


ONTARIO PARTICIPATION RATE 


Forecast 


ae 


Actual 


1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 


Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


There is also a long-run trend of increasing labour force participation. The 
labour force participation rate in Ontario increased by 3.9 percentage points 
from 1975 to 1985. Two major factors have been the trend increase in 
women’s participation rates and the changing age composition of the 
population. 


e Women’s participation rates have increased from 48.6 per cent in 1975 to 
57.9 per cent in 1985. This growth is expected to continue, but at a 
decelerating rate. 


e The 15 to 24 year old age group peaked in 1980, at 24.3 per cent of the 
source population. This share dropped to 21.7 per cent in 1985. Youth 
will continue to decline as a proportion of the source population, while 
the prime age group, 25 to 44 years of age, will increase. The prime age 
group has a higher participation rate than youth, and will continue to 
exert upward pressure on the aggregate participation rate. 


Employment 
Job creation is forecast at 156,000 this year, and a further 114,000 in 1987. 


Job creation will continue to be concentrated in the service industries both 
this year and next. In the goods-producing industries, manufacturing and 
construction will remain significant contributors to employment growth. 
The private sector accounted for 140,000 or 88.1 per cent of the jobs created 
in 1985, and will continue to dominate job creation in 1986 and 1987, 


Most of the jobs created so far in 1986 have been full time. Indeed since the 
end of the recession, full-time employment has grown more strongly than 
part-time employment, in contrast to the experience of the late 1970s and 
early 1980s. Part-time employment in Ontario accounts for about 16 per 
cent of total employment. This is slightly higher than in the rest of Canada, 
but two percentage points lower than the comparable figure in the United 
States. 


Unemployment 


Employment growth is forecast to continue to outpace growth in the labour 
force, resulting in a decline in both the number of people unemployed and 
the unemployment rate. 


Unemployment rates for youth continue to be higher than those for adults. 
Both rates peaked in 1983, the youth unemployment rate at 17.8 per cent 
and the adult rate at 8.1 per cent. Neither unemployment rate has yet 
returned to its pre-recession level, although the youth unemployment rate is 
expected to do so this year. 


YOUTH AND ADULT UNEMPLOYMENT RATES 


Forecast 


Forecast 


1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 


Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


While youth have relatively high rates of unemployment, the incidence of 
long-term unemployment is lower for young people than for other age 
groups. Older workers, while typically having the lowest unemployment 
rates, are more likely to experience longer-term unemployment once they 
lose their jobs. In 1985, the duration of unemployment among older workers 
averaged 18.3 weeks compared to 11.5 weeks for youth. 


ONTARIO UNEMPLOYMENT RATES 
AND AVERAGE DURATION OF UNEMPLOYMENT, 1985 


Unemployment Duration 
Rate (%) in Weeks 
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Wages 


Wage increases have remained moderate since the end of the recession. 
Average industrial wages in Ontario rose by 4.6 per cent in 1985. This 
translated into an average real wage increase of 0.6 per cent. 


e In Ontario, collective bargaining settlements without cost-of-living- 
adjustment (COLA) averaged 5.0 per cent in 1985. In the first half of 
1986, they averaged 4.5 per cent. 


e Data for the country as a whole indicate somewhat lower wage gains in 
the rest of the country. 1985 settlements without COLA averaged 3.6 per 
cent across Canada. So far in 1986, they are averaging 3.7 per cent. 


e Private sector wage settlements have generally been below public sector 
settlements. In 1985, Canadian settlements in the private and public 
sectors averaged 3.1 per cent and 3.8 per cent, respectively. In Ontario, 
settlements averaged 4.3 per cent for the private sector and 5.1 per cent 
for the public sector. 


NON -COLA WAGE SETTLEMENTS 
OVER 500 EMPLOYEES, ALL AGREEMENTS 
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Inflation 


One of the more striking differences between the economy of the late 1970s 
and the economy of the mid-1980s is the markedly lower rates of inflation. 
Consumer price inflation fell from 12.5 per cent in 1981 to 4.0 per cent in 
1985, the lowest rate since 1971. The recent decline in oil prices should 
consolidate the lower levels of inflation. Only moderate inflation is 
anticipated in the outlook period. The Consumer Price Index is expected to 
rise by 4.0 per cent in 1986 and by 3.5 per cent in 1987. 
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CONSUMER PRICE INFLATION 
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Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


Falling oil prices, coupled with weak agricultural prices, have been placing 
downward pressure on Canada’s inflation rate in 1986. 


The energy cost component of the Consumer Price Index fell by 12.1 per 
cent between September 1985 and September 1986. 


Agricultural product prices are also weak. In Ontario, farm prices of 
agricultural products fell by 2.9 per cent in the first half of 1986 
compared to the same period a year earlier. 


The main sources of upward pressure on Canada’s inflation rate in 1986 
have been increases in indirect taxes and in the price of services. 


It is estimated that federal tax hikes will have added 1.0 to 1.5 
percentage points to the increase in the Consumer Price Index this year. 


Service prices have risen by an average of 5.0 per cent to date this year, 
compared to only 3.9 per cent in 1985. This acceleration has been driven 
to a large extent by the rapid increases in insurance premiums and 
housing prices. 


In 1987, the inflationary impact of the increases in indirect taxes will have 
worked its way through the system. It is assumed that there will be no 
further increases in indirect taxes, aside from those already announced. 
Other factors will also contribute to low inflation. 


Raw materials will continue to face oversupply on world markets, 
exerting downward pressure on inflation. However, it is expected that 
there will be a modest firming of raw material prices from their current 
low levels. 


There is still sufficient excess capacity that continued economic 
expansion expected in 1987 can be accomplished without exerting 
upward pressure on prices. 


Prices of imported goods are expected to remain relatively stable. 
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Medium-Term Outlook: 1988-1990 


Introduction 


This section provides a projection of the performance of the Ontario economy 
beyond 1987 to the end of the decade. It is important to note that these 
projections are not targets; nor are they to be regarded as necessarily an 
acceptable economic performance. Moreover, unlike the short-term forecast, 
this is not a forecast of cyclical movements in output or employment. It is an 
attempt to indicate how large the economy will be by 1990, given certain 
reasonable assumptions about the external environment. 


Overview 


Ontario is projected to sustain its improved economic performance at least to 
the end of the decade. There are several key assumptions that underlie this 
expectation: 


e Energy prices will increase only modestly. 
e Real interest rates will continue to trend down. 


e The Canadian dollar will not appreciate sharply relative to the U.S. 
dollar. . 


e The international economy will continue to expand, with a more 
balanced performance amongst the U.S., Europe and Japan. 


e Significant increases in U.S. protectionism will be avoided.* 


Table 4 summarizes the forecast for 1988-1990. The graphs that follow 
compare the forecast performance for the medium term with preceding 
periods. They indicate a significant improvement in the economic outlook 
relative to the past decade. 


The Ontario Economy: 1988-1990 Table 4 


(Annual Average) 


Base 

Case 
Real Growth (%) | 3.1 
Inflation (%) a0 
Job Creation (000s) 103 
Unemployment Rate in1990 (“@) 3.9 


Source: Ontario Ministry of Treasury and Economics. 


* A free trade agreement with the United States has not been assumed in the medium- 
term outlook. 
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Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


Key Factors in the Medium Term 


The U.S. and World Economy 


Over the remainder of the decade, 1988-90, the U.S. is projected to achieve 
moderate real growth averaging 3.0 per cent annually. U.S. budget deficit 
reduction is assumed to proceed in step with declining interest rates in the 
U.S. and continued low inflation. This results in steady growth of 
consumption and investment. The U.S. trade position is expected to improve 
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gradually, further supporting growth. This will be partly the result of better 
balanced and sustained growth in the world economy. 


The Rest of Canada 


From 1988 through 1990, growth across Canada is expected to be more 
evenly distributed. Moderate growth in the world economy should help firm 
resource prices and stimulate growth in the rest of Canada. 


Financial Markets 


Beyond 1987, real interest rates are assumed to trend down to historically 
more normal levels, reaching near 3.5 per cent by 1990. The exchange rate 
against the U.S. dollar is expected to appreciate gradually to 75¢ by 1990. 


Oil Prices 


Oil prices are expected to be stable in real terms over the medium term. 
Current low prices will induce some marginal producers to leave the 
market. They will also, over time, encourage more consumption of oil 
products. However, to a large extent, the increased efficiency in energy use 
that came about during the period of high energy prices is irreversible. 
Consequently, demand is unlikely to rise sharply. 


Sources of Growth 
Consumption 
Medium-term prospects for consumer spending are very positive. 


e Employment increases and real wage growth will raise real purchasing 
power. 


e Savings rates will continue to decline from their present high level as 
inflation moderates and as uncertainty about economic prospects 
diminishes. 


e Interest rates on consumer loans and mortgages will decline over the 
period. 


e An increasing proportion of the population is in the 25 to 40 year-old age 
group, with its attendant high consumption of durable goods. In 
addition, the number of two-earner families will continue to rise. These 
demographic factors, in combination with the weak performance in the 
early 1980s, suggest the existence of strong potential demand. 


Housing 


Between 1988 and 1990, the formation of roughly 62,000 net new 
households per year can be expected. Also, there is some pent-up demand 
from the first half of the 1980s, when almost 70,000 new households were 
formed each year on average while housing starts averaged 49,500. In 
conjunction, these factors should result in expenditure on housing 
remaining strong. Given the favourable interest rate climate and a healthy 


labour-market outlook, housing starts are expected to average between 
71,000 and 75,000 per year. 


Investment 


The current rapid growth rates for investment spending are likely to 
moderate over the balance of the decade. After 1988, investment spending is 
expected to increase in tandem with the overall growth of the economy. 


Investment will be supported by reasonably strong domestic demand, 
stronger corporate balance sheets reflecting the low inflation rate and 
further declines in interest rates, rising capacity utilization and further 
improvements in corporate profits. 


Investment in machinery and equipment should continue to grow more 
rapidly than capital spending on non-residential construction. 


Trade 


Ontario’s trade balance is expected to improve over the medium term. A 
sustained and balanced increase in the growth of the world economy, 
coupled with the maintenance of Ontario’s competitive position, will 
continue to encourage export growth. 


Imports during 1988-1990 will grow less rapidly than in 1986-1987. This 
results from more moderate growth in Ontario’s economy. However, import 
growth will still remain substantial, reflecting the healthy growth in both 
consumer demand and business investment in machinery and equipment. 


Employment, Productivity and Inflation 


Employment and Labour Force 


The Ontario economy is projected to generate 103,000 new jobs per year over 
the years 1988-90. Employment is expected to grow at an average annual 
rate of 2.2 per cent while the labour force is expected to grow at a 1.7 per cent 
average annual rate. The unemployment rate is forecast to drop to 5.5 per 
cent in 1990. 


Growth of the labour force will slow over the forecast period. This reflects a 
marked slowdown in the growth of the over-15 population. This slowdown is 
only partially offset by an increasing participation rate. The age 
composition of the labour force will change over the forecast period. Despite 
increasing participation rates, the size of the youth labour force will be 
about 50,000 lower in 1990 than in 1985. 


Productivity 


Productivity growth is a crucial factor in the economic outlook affecting 
international competitiveness, job creation and real income growth. Output 
per employee is projected to rise by 1.0 per cent per year over the forecast 
horizon. This would be a significantly better result than the provincial 
economy achieved in the 1970s, but isin line with more recent experience. 


Between 1973 and 1980, output per employee in Ontario fell by 5.9 per cent. 
This decline reflected: energy price shocks, high inflation, low capacity 
utilization, slower capital formation, and rapid growth of the labour force. 


These factors are not expected to be important in the outlook period. A 
better trend in productivity growth should be supported by: 


stable energy prices; 

e low inflation; 

e stronger capital formation in manufacturing and services; 
e slower labour force growth; and 


® maturing of the labour force . 


ONTARIO PRODUCTIVITY PERFORMANCE 
(Compound Annual Growth Rates) 


Forecast 
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Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 
Inflation 


Moderate inflation is expected to continue, with CPI increases averaging 3.9 
per cent over the period 1988-90. Monetary policy in the major industrial 
countries, including Canada, is expected to be aimed at maintaining stable 
prices. 


Population 


In the 1988-1990 period, Ontario’s population will grow by 1.1 per cent per 
year, compared to the 1.2 per cent per year that occurred in the period 1982 - 
1985. The actual increase between 1987 and 1990 will be 304,000 people, 
with Ontario's population rising to 9,593,000. Around 60 per cent of 
expected growth will be due to the excess of births over deaths. Ontario is 
expected to experience continued population gains as a result of 
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interprovincial migration. In addition, Ontario will benefit from a moderate 
increase in net international migration. 


The only age group to experience a decline in the 1988-1990 period will be 
young adults aged 15-24, whose numbers will decline by 7.3 per cent. The 
elderly population will grow by 105,000 or 10.1 per cent, with almost half 
this growth among those 75 and over. By 1990, the 65 and over age group 
will account for 12.0 per cent of Ontario’s population compared to 10.7 per 
cent in 1985. 


Ontario Population By Age Group: Table 5 
1985, 1987 and 1990 
(Thousands) 
Population 
1990/1987 

0-4 626 651 666 223 

5-14 1,258 1,248 oat ie 
15-24 £593 1,508 19398 -7.3 
25-39 2,258 2,345 2,459 4.9 
40-49 1,047 Leto l L208 12.4 
50-64 1,348 1,358 Wes wees 1.1 
65-74 584 626 680 8.6 
15cb 386 416 467 123 
TOTAL 9,060 9,289 9,593 5 
Source: Ontario Ministry of Treasury and Economics. 
Note: Data for 1985 are estimates and data for 1987 and 1990 are forecasts. 
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Sector Outlook 


Overview 


For the past five years, Ontario’s growth in output has been based primarily 
on improvements in the auto and service sectors. For the next five years, 
Ontario’s performance will be stronger and will reflect more balanced 
growth as other sectors are expected to show higher growth rates than 
earlier. Growth will be led by the construction industry, especially in 1986 
and 1987, reflecting strong increases in residential construction. Above 
average growth will also continue to be experienced by the transportation 
equipment industry. The primary sector and resource-based industries, 
while improving on their 1981-85 performance, will show the least growth; 
slow growth in world demand for their products will persist. In keeping with 
its past performance, the service sector will be a source of higher than 
average growth over the forecast period. 


Sector Outlook for Ontario Table 6 


Real Output 
(Annual % Change) 


1981-85 1986-90 


Primary 0.2 1.6 

Manufacturing 204 sv] 
Resource-Based Manufacturing 0.8 4 
Transportation Equipment 10.2 3.6 
Other Manufacturing 1.4 3.3 

Construction and Utilities Ds ith AY? 

Service Sector 3.3 3.6 

Total 29 3.4 

Source: Conference Board of Canada and Ontario Ministry of Treasury and Economics. 

Note: Industries included in each sector are enumerated in sections below. 

Unit Labour Costs 


The strength of Ontario’s economic outlook, including continued growth in 
exports, in part reflects improvements in Ontario’s competitive position in 
the U.S. market. A significant factor has been the decline in Canada’s unit 
labour costs, measured in U.S. dollars, relative to those in the United States. 


In the late 1970s and early 1980s strong resource prices led to rapid 
domestic inflation, increased strike activity and high wage settlements 
relative to the United States. This was partially offset by currency 
depreciation. In turn, since 1982 the weaker resource sector has moderated 
domestic inflation and wage settlements throughout the economy. Lower 
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resource prices have also weakened the Canadian dollar, further adding to 
the improved relative cost performances in Canada. 


Between 1981 and 1985, unit labour costs rose by 12.4 per cent in the U.S. 
and 19.8 per cent in Canada. 


However, when exchange rate movements are taken into account, unit 
labour costs in Canada -- measured in U.S. dollars -- increased by only 5.2 
per cent over the same period. During 1984 and 1985, exchange rate 
adjusted Canadian unit labour costs declined by a total of 5.2 per cent, 
primarily resulting from a depreciation of nearly 10 per cent in the 
Canadian dollar. 


Canada-U.S. Unit Labour Costs, 1981-1985 Table 7 


(Per Cent Change from Previous Year) 


1981 1982 1983 1984 1985 


United States ot aU 0.5 TZ 3.4 
Canada 12.5 139 1.9 24 2.6 
Canada* ony, 8.7 2.0 -2.6 -2.7 
Source: Bank of Canada and U.S. Department of Labor. 

* Exchange rate adjusted to express Canadian costs in terms of U.S. dollars. 

e The substantial depreciation of the Canadian dollar against major 


European currencies and the Japanese yen since the G-5 agreement in 
September 1985 should make Ontario’s exports more competitive, not 
only in Japan and Western Europe, but also in the important U.S. 
market. 


The forecast anticipates no significant change in relative unit labour costs 
over the forecast horizon. 


Business Investment 


An indication of the combined effects of stronger demand and increased 
competitiveness is provided in this year’s investment intentions of business 
in Ontario. 


e Investment in manufacturing will account for about two-thirds of the 
expansion in total business investment in 1986. Substantial increases in 
investment are expected in the transportation equipment industries, 
essentially autos, followed by the metal fabricating and machinery 
industries. 


Investment in commercial services and in the retail and wholesale trade 
sector will be quite robust. A healthy expansion is also expected in both 
the finance and construction sectors. 
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e Investment is expected to be much stronger for machinery and 
equipment than for non-residential construction, due to business use of 
new technology to improve productivity. 


Share of Ontario Non-Residential Business Investment Table 8 

1985 1986 

(per cent) 

Agriculture & Fishing 5.6 3.4 
Forestry 0.2 0.2 
Mining, Quarrying & Oil Wells oS ee 2.5 
Manufacturing 29.0 33.8 
Construction pe 22 
Utilities 27.4 24.7 
Trade 4.9 5.0 
Finance, Insurance & Real Estate jes 13 
Commercial Services 14.3 15 
Total Business Investment 100.0 100.0 
Source: Statistics Canada. 


Primary Sector Outlook 


Following modest increases in real output in 1985, agriculture, mining and 
forestry are expected to show further gradual increases in the next five 
years. 


The outlook for Ontario’s relatively diversified agricultural sector is for real 
output growth of about 1.5 per cent annually. Prospects for red meat, 
especially hogs, are relatively favourable due to higher prices and lower feed 
costs. Output of fruit, vegetable and nursery production, and supply- 
managed products such as dairy and poultry should remain relatively 
stable, with poultry continuing its steady growth. However, for corn, wheat 
and, to a lesser extent, soybeans, the impact of lower prices caused by the 
U.S. Food Security Act of 1985 will be significant. In the tobacco sector, 
further industry rationalization is expected. Farmers’ difficulties in 
servicing debt will ease somewhat as a result of declining interest rates, 
government programs and, in many cases, lower levels of debt. 


Within the mining sector, gold and platinum are the two brightest spots. 
The Hemlo area gold mines are still expanding. With the recent rise in gold 
and platinum prices, and increases in exploration activity, it is possible that 
a number of new mines will be developed. One zinc deposit is also under 
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development. However, iron ore mines will continue to face difficulties, 
reflecting the high operating costs of Ontario mines, and limited demand in 
downstream steel markets. 


Forestry output is expected to improve steadily, reflecting strength in the 
downstream wood products and pulp and paper industries. In addition, 
forest management agreements with the major operators are leading to 
expansion of nurseries and forest regeneration activities. 


PRIMARY SECTOR OUTLOOK 


(Real Output Growth) 
% 


Forecast 


0 


1981-85* 1986 1987 1988-90* 
*Annual Average 


Source: Conference Board of Canada and Ontario Ministry of Treasury and Economics. 


Manufacturing Outlook 


Resource-Based Manufacturers 


Resource-based manufacturers include pulp and paper, wood products, 
primary and non-metallic metals, metal fabricating and petroleum refining. 
The success of most of these industries is closely related to world market 
conditions. The outlook assumes that moderate growth in the United States 
and OECD will continue; it also assumes that exports to the important U.S. 
market will not be significantly curbed or restrained by new protectionist 
efforts.* 


Following very slow growth over the past five years, output is expected to 
increase significantly between 1986 and 1990. Nonetheless, growth rates 
will still be below the average for manufacturing or for the economy as a 
whole. 


Demand and prices for pulp and paper are increasing again and 
Scandinavian producers are less competitive in the U.S. market as a result 
of recent currency adjustments. In addition, the high level of residential 


* This forecast is based on a positive resolution of the softwood lumber dispute. 


construction activity in Canada and the United States is giving strong 
impetus to production and exports of lumber. Non-metallic mineral 
products and fabricated metals, although more oriented to domestic 
markets, are also benefitting from the pace of construction activity. 


While steel producers are completing extensive modernizations, resulting in 
one of the most efficient industries in the world, very little growth in 
production is expected during the next five years. Expected increases in 
demand from the automotive sector are being offset by sharply lower sales to 
the energy industry, and by restrained exports to the United States. In 
addition, petroleum refining will experience negligible output growth due to 
continuing gains in fuel economy in the transportation sector. 


RESOURCE-BASED MANUFACTURERS OUTLOOK 
(Real Output Growth) 
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Transportation Equipment 


In 1986, real output in Ontario’s transportation equipment sector is 
expected to increase by 4.5 per cent. For 1987, with new production from 
Honda and AMC coming on stream, real output is anticipated to increase by 
5.0 per cent. For the 1988-90 period, continued real growth of 2.9 per cent 
per year is forecast, buoyed by new investment by both U.S. and Japanese 
auto companies. 


Ontario’s transportation equipment sector is dominated by motor vehicles 
and parts, which account for about 95 per cent of the sector’s value of 
shipments and 85 per cent of its employment. Ontario has benefitted from 
the automobile industry’s drive to become more competitive due to the 
province’s advantageous location and its efficient and cost-effective labour 
force. North American producers’ investments include: Chrysler’s mini- 
van plant in Windsor; AMC’s new $764 million assembly plant in Brampton; 
and GM’s $2 billion GM-10 project in Oshawa. In addition, in an attempt to 
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anchor their export markets, Japanese auto makers are making substantial 
investments in assembly plants in Ontario: Honda, $200 million; Toyota, 
$400 million; and Suzuki in partnership with GM, $500 million. 


This year, sales of North American cars and trucks are expected to level off, 
following large increases in 1984 and 1985. However, demand for the larger 
cars, trucks and mini-vans, in which Ontario’s production is concentrated, 
should continue to expand. Sales of these vehicles will benefit from low 
gasoline prices and more lenient fuel economy standards in the U.S. 


The auto parts sector is expected to grow but at a slower rate than the 
assembly sector. In part, this is due to increased foreign offshore producer 
penetration of the U.S. market and a growing trend in the U.S. domestic 
industry to source parts to newly-industrializing countries such as Brazil, 
Mexico, Taiwan, and South Korea. 


The aerospace industry is growing steadily. In particular, DeHavilland has 
announced orders and options on 82 new Dash-8 aircraft worth an estimated 
$730 million. Further orders are anticipated, reflecting the increase in 
demand for commuter air services. 


TRANSPORTATION EQUIPMENT OUTLOOK 
(Real Output Growth) 
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Other Manufacturing 


Healthy growth is expected in electronics and, to a lesser extent, in 
electrical products. This will be fuelled by strong business spending, 
especially in the service sector, and continued strong residential 
construction and consumer spending on appliances. Machinery sales will be 
aided by growth in business investment in plant and equipment. Export 
opportunities in offshore markets will also improve, particularly since 
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European and Japanese competitors’ prices have risen due to currency 
changes. 


Cautious optimism about chemical production is based on lower feedstock 
prices and industry-wide restructuring, rationalization and productivity 
improvements in response to world-wide over capacity. Pharmaceuticals, 
cosmetics, soaps, detergents and specialty chemicals are expected to do well, 
as are paint manufacturers supplying the construction industry. The 
plastics industry is expected to gain further market share from more 
traditional materials such as metals and glass. 


The printing and publishing industries will continue to be strong 
performers. In addition, the furniture and textile industry will be buoyed by 
the rapid growth in housing construction and renovation. The clothing 
industry is also demonstrating strength as Canadian design talent becomes 
better recognized. 


The food and beverages industries are expected to show only marginal 
growth, despite efforts by the industry to introduce new products and adopt 
newer packaging techniques. The leather products industry is adjusting to 
the removal of quotas on men’s and boys’ shoes, and to the relaxation of 
quotas on women’s and girls’ shoes. Progressive firms in the industry show 
prospects of growth in markets for higher priced, high fashion shoes. 


OTHER MANUFACTURING INDUSTRIES OUTLOOK 
(Real Output Growth) 


Actual 


4 Forecast 


0 


* 1981-85* 1986 1987 1988-90* 
Annual Average 


Source: Conference Board of Canada and Ontario Ministry of Treasury and Economics. 


Construction and Utilities Outlook 


The construction sector is expected to lead output growth, expanding by 9.5 
per cent in 1986 and 6.4 per cent in 1987. In the 1988-90 period, growth is 
expected to match the overall rate of growth of the economy. This sector is 
buoyed by the surge in activity in residential construction and by the 
continued moderate expansion in plant construction. Ontario’s housing 
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starts are expected to climb to 73,000 in 1986, and 77,000 in 1987. 
Renovations are expected to contribute significantly to the increase in 
residential construction activity. Non-residential construction is expected 
to show steady improvement. Most of the strength is attributed to 
construction projects in the manufacturing sector, primarily the expansion 
of automobile manufacturing facilities. 


The utilities sector includes Ontario Hydro, local electrical utilities, natural 
gas distributors and water distribution utilities. For 1986 and 1987, output 
in the utilities sector is forecast to grow in real terms at 4.0 per cent and 3.3 
per cent, respectively. In 1988-90 growth will slow to 2.3 per cent annually. 


CONSTRUCTION AND UTILITIES OUTLOOK 
(Real Output Growth) 
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Service Sector Outlook* 


The emergence of the service sector as the largest component of Ontario’s 
economy is not a recent or sudden phenomenon. Since 1951, employment in 
the service sector has exceeded that in the goods-producing industries, and 
the gap has been increasing rapidly. 


Since 1971, the service sector has averaged a real growth rate of 3.5 per cent 
per year, compared to 3.0 per cent for the economy as a whole. Employment 
growth in services has been equally impressive. The service sector also 
shows less cyclical variability in output. Even during the 1982 recession, 
when other sectors experienced varying degrees of setback, services 
managed 0.2 per cent growth in output. 


For a more detailed analysis of this sector, see Background Notes on the Service Sector 
in Ontario, Ministry of Treasury and Economics, May 1986. A final report by Mr. 
George Radwanski is forthcoming. 
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SHARE OF ONTARIO EMPLOYMENT BY SECTOR 
% 


Service Sector 


Goods-Producing Industries 


1941 1951 1961 1971 1981 1986 


Source: Statistics Canada. 


Several factors are contributing to the expansion of the service sector. The 
information age and the growing complexity of the economy are increasing 
the need for financial, legal, accounting, advertising, computer and other 
specialized services. The strongest growth is in these areas. The aging of 
Ontario’s population is increasing demand for services related to health and 
personal care. Increased personal incomes and the growth of two-earner 
families are leading to greater demand for recreational, educational and 
household services. In particular, tourism will be an important beneficiary 
of the steady growth in household incomes. Increased promotional efforts 
and the favourable exchange rate will also enhance Ontario’s attractiveness 
to both domestic and foreign tourists. An estimated $8.2 billion will be 
spent in 1986 by all travellers in Ontario. 


Real output in the service sector is expected to grow somewhat more rapidly 
than in the goods-producing sector throughout the forecast period. Services 
will continue to be Ontario’s major source of employment growth. 


SERVICE SECTOR OUTLOOK 
(Real Output Growth) 
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Alternative Scenarios 


All forecasts depend on assumptions. Because Ontario’s is a relatively small 
open economy, highly vulnerable to developments in the rest of the world, 
the key assumptions for Ontario concern external factors. The base case, 
outlined earlier, presumes a generally supportive international economic 
environment and a reduction in real interest rates. This section develops 
two alternative scenarios based on different assumptions about the 
performance of the U.S. economy. 


Alternative Scenario I: Lower U.S. Growth 


In this lower growth scenario, the U.S. trade deficit worsens as a result of 
falling demand for U.S. industrial exports and increased penetration of the 
U.S. market by imports, notably from newly-industrializing countries. Asa 
result, real U.S. growth declines to 0.3 per cent in 1987 (compared to 2.9 per 
cent in the base case). 


Lower growth would also lead to a larger than expected federal budget 
deficit. Current concern over the size of the U.S. budget deficit suggests it 
would be unlikely for fiscal stimulus to be used to offset the effects of a 
slowdown. In addition, a worsening federal budget deficit may limit the 
Federal Reserve Board’s ability to reduce interest rates further, particularly 
if central banks in Germany and Japan refuse to parallel cuts in the Board’s 
discount rate. Monetary policy could be restrained by the need to attract 
sufficient overseas capital to help finance both the current account deficit 
and the federal budget deficit. 


e The impact of the trade deficit on growth would be compounded by 
further declines in business investment. 


Consumer spending, currently the major source of growth in the U.S. 
economy, would be reduced as a result of slower employment and income 
growth. 


Table 9 summarizes the short-term impact of slower U.S. growth on 
Ontario’s economic performance. 


The 1987 Ontario Economy: Alternative Scenario I Table 9 
Real Job Unemployment 
Growth Inflation Creation Rate 
(%) (%) (000s) (%) 
Base Case 3.6 3 i) 114 6.7 
Low Growth 5 is 65 7.8 


Source: Ontario Ministry of Treasury and Economics. 


te 


e Initially, the impact of a stagnating U.S. economy would be felt in 
Ontario’s export sectors such as autos, resource-based commodities, and 
certain capital goods oriented to U.S. markets. However, lower 
employment and income growth in the export sectors would ultimately 
weaken domestic demand. 


e The slowdown in global demand would limit growth of markets for 
Ontario products and undermine business confidence, resulting in 
reduced business investment in Ontario. 


e Profits would decline in 1987; sales volumes and margins would be hard- 
hit. Projects currently underway would likely be completed as firms 
attempted to assess the severity of the decline in demand. Projects now 
in the planning stage would be unlikely to come to fruition until growth 
has resumed and excess capacity has been absorbed. 


e The housing sector would remain fairly buoyant over the short-term as 
pent-up demand and lower interest rates would continue to spur growth. 
However, weaker growth in personal income eventually would have a 
dampening effect on the demand for housing. 


In this scenario it is assumed that the United States does not adopt new 
protectionist measures. However, the impact would be exacerbated by 
aggressive U.S. protectionism in reaction to a further deterioration in the 
U.S. trade deficit. 


Over the medium-term horizon, while the U.S. economy would be expected 
to rebound toward the latter half of 1988, growth would be lower than 
assumed in the base case. The U.S. economy would average 2.5 per cent 
growth during the 1988-1990 period, as opposed to 3.0 per cent in the base 
case. 


Slower growth in the U.S. would, in turn, induce slower growth in the 
Ontario economy over the medium term. Real growth in Ontario would 
average 2.2 per cent annually between 1988-1990, down from 3.1 per cent in 
the base case. 


e Slower U.S. growth would directly reduce export growth which in turn 
will have an adverse multiplier effect on consumption. 


e Business investment would also be adversely affected as a result of both 
weaker domestic demand and exports. 


The 1988-1990 Ontario Economy: Alternative Scenario I Table 10 


Average Average Average 1990 
Real Inflation Job Unemployment 
Growth Rate Creation Rate 
(%) (%) (QO0s) (%) 
Base Case pl 3.9 103 5p 
Low Growth es a6 87 6.6 


Source: Ontario Ministry of Treasury and Economics. 
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Alternative Scenario II: Higher U.S. Growth 


In this scenario, improved international co-ordination of economic policy, 
with the objective of generating more rapid and better balanced growth, is 
assumed to lead to a stronger world economy. The U.S. trade deficit 
declines significantly, as Japan and Western Europe adopt more stimulative 
economic policies. Growth in the U.S. would rise to 3.7 per cent in 1987 from 
2.9 per cent in the base case. 


e Faster growth would help bring down the U.S. budgetary deficit, 
reducing the pressure for fiscal restraint. 


e A stronger U.S. economy would buy more of the goods and services 
produced in the rest of the world, including Ontario. 


Table 11 shows the short-term effects on the Ontario economy of more rapid 
American growth. 


The Ontario Economy in 1987: Alternative Scenario II Table 11 
Real Job Unemployment 
Growth Inflation Creation Rate 
(%) (%) (000s) (%) 
Base Case 3.6 Wea 114 6.7 
High Growth 4.5 ° 4.0 ee | 6.6 
Source: Ontario Ministry of Treasury and Economics. 


e Faster growth in Ontario would bring the unemployment rate down more 
rapidly. 


e Consumer spending would be stimulated by falling unemployment, 
stronger income growth and the boost to consumer confidence resulting 
from a healthier world economy. 


e Ontario industries benefitting most directly and immediately from a 
stronger U.S. and world economy would include transportation 
equipment, mining and metals, forest products, machinery and electrical 
products. To a lesser extent, industries oriented to consumer goods and 
services would also benefit. 


Over the medium term, 1988-1990, the U.S. economy would be expected to 
grow at an average annual rate of 3.8 per cent. Stronger U.S. growth would 
facilitate a more rapid decline in the U.S. federal deficit, in turn permitting 
the Federal Reserve Board to loosen monetary policy. This would result in 
lower interest rates than assumed in the base case. 


As in the short-run, Ontario would reap significant benefits. Real annual 
growth in Ontario would average 3.6 per cent, 0.5 percentage points higher 
than in the base case. 


e Initially, exports would be stimulated the most. Subsequently, 
consumption would be stimulated by stronger income growth and 
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investment would be enhanced by increased domestic and foreign 
demand. 


e Canadian interest rates would fall in line with U.S. rates and provide 
further stimulus to both the consumer and business sectors. 


e The unemployment rate would drop to 5.2 per cent by 1990, as compared 
to 5.5 per cent in the base case. The additional decline in the 
unemployment rate due to higher growth would be moderated to some 
extent by more rapid labour force growth. 


e Inflation would be somewhat higher, averaging 4.5 per cent between 
1988-1990, 0.6 percentage points higher than in the base case. This 
reflects the impact of the stronger domestic and international economic 
environment on commodity prices and wages. 


The 1988-1990 Ontario Economy: Alternative Scenario ll Table 12 


Average Average 1990 
Real Average Job Unemployment 
Growth Inflation Creation Rate 
(%) (%) (000s) (%) 
Base Case ont 3.9 103 cha 
High Growth 3.6 4.5 111 ee 
Source Ontario Ministry of Treasury and Economics. 


The following table consolidates the scenarios for the Ontario economic 
outlook for both the short and medium term. 


Summary of Scenarios | Table 13 
Real Job Unemployment 
Growth Inflation Creation Rate 
(%) (%) (000s) (%) 
1985 Actual 4.7 4.0 159 8.0 
1986 Forecast 4.1 4 () 156 T0 
1987 
Base Case 3.6 ao 114 6.7 
Alternative Scenario I Lb oa 65 7.8 
Alternative Scenario II 4.5 40) Bae 
1988-90* 
Base Case xh 3.9 103 55 
Alternative Scenario | DD 3.8 87 6.6 
Alternative Scenario II 3.6 Ask 1 52 
Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


Annual averages, except for the unemployment rate which is for 1990. 
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Ontario Fiscal Review 


Revenue Structure* 


This section provides a brief overview of Ontario’s revenue structure and 
describes some of its key characteristics. 


Composition of Provincial Revenues 


The Province has a broad range of revenue sources including taxation, 
transfer payments from the federal government, other budgetary revenue 
and non-budgetary sources. 


The three major taxation sources — personal income tax, corporation taxes, 
and retail sales tax - contribute 55 per cent of estimated total 1986-87 
revenues. Taxation of gasoline and diesel fuels contribute a further 4.0 per 
cent. In total, approximately 63 per cent of 1986-87 revenue will be raised 
through taxation. 


Transfer payments from the federal government account for 16 per cent of. 
1986-87 revenue. Within federal transfer payments, Established Programs 
Financing and Canada Assistance Plan payments account for 59 per cent 
and 22 per cent respectively. 


Other budgetary revenue sources include OHIP premiums, fees and 
licences, LCBO profits, interest on investments and lottery profit revenue. 
These sources contribute 16 per cent of this year’s revenue. 


Non-budgetary revenues, including net deposits in trust accounts and net 
repayments of loans and investments, account for the remaining 5.0 per cent 
of total revenue. 


The Major Taxation Sources 


Personal Income Tax 


Under the terms of a Tax Collection Agreement between the two 
governments, the federal government collects and administers the Ontario 
Personal Income Tax (PIT) on behalf of the Province. The federal 
government determines the tax base. Basic Federal Tax is calculated by 
applying a marginal rate structure to this base. Total federal tax is then 
determined by applying federal surtaxes and credits. Ontario PIT is defined 
as a proportion of Basic Federal Tax. For 1986, the Ontario rate is 50 per 
cent. In addition, a surtax of 3.0 per cent is applied to Ontario tax in excess 
of $5,000. Ontario income tax accounts for roughly one-third of an 
individual’s total income tax. 


With limited exceptions, such as social assistance payments and lottery 
winnings, all sources of income are subject to tax. Deductions and 
exemptions are provided for certain personal and income earning expenses. 


* All Ontario revenue figures for 1986-87 are based on the September 30, 1986, Ontario 
Finances. 
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Source: Ontario Ministry of Treasury and Economics. 


Provisions in the PIT system also support investment and saving for 
retirement. 


The federal marginal tax rates for 1986, including the impact of federal 
surtaxes, range from 6.1 per cent in the lowest bracket to 37.9 per cent on 
income in the highest tax bracket. Ontario marginal rates, before 
consideration of surtaxes, are one-half of the basic federal rates. Actual 
Ontario rates after incorporating the Ontario surtax rise to a maximum of 
17.5 per cent for 1986. Combining the two rate structures yields a 1986 
maximum total marginal rate of 55.4 per cent. 


Ontario has implemented special programs to relieve tax burdens on low- 
income Ontarians. The Ontario Tax Reduction removes from the 1986 tax 
roll 350,000 individuals with taxable income of $1,630 or less. Another 
40,000 individuals with taxable income between $1,630 and $1,760 pay 
reduced Ontario tax. There is no comparable federal tax reduction for low- 
income taxpayers. In addition, Ontario provides refundable Property and 
Sales Tax Credits that will return $275 million to Ontario taxpayers in 
1986-87. The Property Tax Credit, claimed by the spouse with the higher 
taxable income, is equal to $180 plus 10 per cent of property tax or 2.0 per 
cent of rent. The Sales Tax Credit is calculated as 1.0 per cent of personal 
exemptions. These credits are collectively reduced by 2.0 per cent of taxable 
income. Over 90 per cent of these tax credit benefits are received by 
individuals earning less than $20,000. 
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Corporate Taxes 


The Province of Ontario levies three general taxes on the corporate sector: 
Corporations Income Tax, Capital Tax and Insurance Premiums Tax. All 
corporations in Ontario, with the exception of insurance companies, are 
required to pay Capital Tax based on their paid-up capital. Insurance 
companies pay Insurance Premiums Tax based on the amount of premiums 
received in respect of Ontario policies. Mining companies are subject to the 
Mining Tax. 

The largest amount of corporate revenue is generated through the 
Corporations Income Tax (CIT). Ontario determines the CIT base and rate 
structure for the Province. Although significant differences have existed 
from time to time, Ontario’s current base essentially parallels the federal 
corporate income tax base. Tax is imposed on gross corporate revenues 
earned in the taxation year less allowable expenses. Various corporate 
activities receive special treatment through lower rates or accelerated 
deductions. Capital Taxes and Insurance Premiums Taxes are deductible 
expenses for income tax purposes. 


The 1986 general Corporations Income Tax rate is 15.5 per cent of taxable 
income. Income from manufacturing and processing operations, mining, 
logging, farming and fishing is taxed at the rate of 14.5 per cent. 


Eligible small businesses are exempt from income tax in the first three 
years of their operation and pay tax ata 10 per cent rate thereafter. 


Ontario, as well as Alberta and Quebec, administers its own Corporations 
Income Tax. All other provinces have entered into tax collection 
agreements with the federal government. 


Retail Sales Tax 


The Retail Sales Tax (RST) is payable on the sale of most goods and on 
certain services. The tax is calculated as a specific percentage of the final 
sale price to the consumer (including any federal levies). Since 1973, the 
general RST rate applying to most taxable items has been set at 7.0 per cent. 
Three other rates apply to specific items and services: 5.0 per cent on 
transient accommodation; 10.0 per cent on admission fees over $4 and 
beverage alcohol products sold at licensed establishments; and 12 per cent 
on beverage alcohol products sold at retail outlets. 


A number of items are specifically exempt from RST. The most notable 
include groceries, energy used for heating and lighting, children’s clothing, 
prescription drugs, specific reading material and production machinery and 
equipment. Most services are excluded from the RST tax base. 


Ontario’s RST base and rates are determined by the Province. Registered 
vendors collect the tax as agents of the Province and remit it to the 
government. 


Motive Fuel Taxes 


Ontario levies tax on motive fuels under the authority of two Acts - the 
Gasoline Tax Act and the Fuel Tax Act. Under both Acts, the tax base is 
applied to conventional petroleum-based products. Non-conventional fuels 
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such as natural gas, propane, alcohol (used alone or blended with another 
fuel) and other manufactured gases are exempt. 


Fuel taxes are levied on a per litre basis. The Provincial tax is 8.3 cents per 
litre on gasoline purchased in Ontario. This tax applies to licensed motor 
vehicles, snowmobiles and pleasure marine craft. Farming, commercial 
fishing, industrial, commercial, institutional, heating and cooking uses 
qualify for an exemption or a full rebate of taxes paid, provided that the fuel 
is consumed off-road. 


A 1.88 cent per litre tax applies to all aviation fuels purchased in Ontario. 


Diesel fuel purchased in Ontario for use in licensed on-road motor vehicles is 
subject to tax of 9.9 cents per litre. As with the gasoline tax, certain off-road 
uses qualify for a full rebate of tax paid or are exempt at the time of 
purchase. A system of fuel colouration is in place to distinguish diesel fuels 
sold for exempt purposes, such as farming. 


Tax of 3.1 cents per litre is applied to diesel fuel purchased in Ontario to 
power railroad locomotives. 


Per Point Yields 


Table 1 illustrates the 1986-87 revenue yield of selected revenue sources on 
a per point basis. The yields reflect a full year’s revenue and in each case the 
tax points relate to a specific base. 


Per Point Yield, 1986-87 Table 1 
($ Million) 
Retail Sales Tax 
1% - General Up 
5% - Transient Accommodation vi 
12% - Alcohol (Retail Outlets) YH 
10% - Alcohol (Licensed Premises) 
and Admission Fees 16 
Personal Income Tax 171 
Corporate Income Tax 
15.5%  - General rig 
14.5% - Manufacturing and Processing, 
Fishing, Logging and Farming 65 
10% - Small Business Sa 
Capital Tax 136 Per 1/10 point 
Tobacco Tax 11 1¢ per pack of 20 
Motive Fuel Taxes 
Gasoline & Aviation Fuel 133 1¢ per litre 
Road and Rail Diesel 30 1¢ per litre 
OHIP Premiums (Individual and Family) 56 Per $1/$2 
Land Transfer Tax 36 Per 1/10 point 
Note: See text for interpretation of these data. 


Source: Ontario Ministry of Treasury and Economics. 
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For example, one percentage point on the general RST rate yields 
approximately $712 million. The per point yield of the PIT is illustrated as 
an incremental percentage of Basic Federal Tax, and each percentage yields 
$171 million. 


Interprovincial Comparison 


As illustrated in the following chart, Ontario’s general and small business 
corporate income tax rates are comparable with those in most Canadian 
provinces but are above rates in Alberta and Quebec. 


INTERPROVINCIAL TAX COMPARISON: 
Corporation [Income Tax, 1986 
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Source: Ontario Ministry of Treasury and Economics and provincial tax statutes. 


Provincial personal income tax rates and provincial personal income tax 
revenues as a percentage of Basic Federal Tax are illustrated below. 
Ontario’s effective rate is 50.1 per cent, including the 1986 surtax. 
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INTERPROVINCIAL TAX COMPARISON: 
Personal Income Tax, 1986 
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Source: Ontario Ministry of Treasury and Economics and provincial tax statutes. 


The general retail sales tax rates in Canada range from zero per cent in 
Alberta to 12 per cent in Newfoundland. Ontario’s rate is approximately in 


the middle of the range at 7.0 per cent. 


INTERPROVINCIAL TAX COMPARISON: 
Retail Sales Tax, 1986 
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Source: Ontario Ministry of Treasury and Economics and provincial tax statutes. 
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Straight rate comparisons must, however, be used with caution. Differences 
in the taxable base are particularly important in interprovincial 
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comparisons of RST. Significant interprovincial differences in RST 
exemptions also exist in areas such as advertising, insurance premiums, 
transient accommodation and personal services. 


Relative tax rates in these major tax areas also reflect the approach taken in 
each province to support health care expenditures. Ontario, Alberta and 
British Columbia raise additional revenue through Health Insurance 
Premiums ranging from $168 annually for a single individual in Alberta to 
$357 for an individual in Ontario. Quebec and Manitoba levy payroll taxes. 


Ontario and Neighbouring U.S. Jurisdictions 


The Revenue Structures 


The following chart illustrates the composition of 1984-85 revenues in 
Ontario and the states of New York, Michigan and Ohio. 


INTERJURISDICTIONAL COMPARISON: 
Shares of Total Revenue, 1984-85 
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Ontario New York Michigan Ohio 
Source: Ontario Ministry of Treasury and Economics and the financial statements of U.S. States. 


All four jurisdictions rely heavily on the revenues generated by corporation 
taxes, personal income taxes and sales taxes as these three sources account 
for about half of total revenues. 


Federal transfer payments represent a major contribution to total revenues 
in all four jurisdictions. For Ontario, federal transfers represent a lower 
proportion of total revenues than is the case in the U.S. jurisdictions. In 
1984-85 for example, transfers from Ottawa accounted for 18 per cent of 
total Ontario revenues, while all three U.S. jurisdictions received over 20 
per cent of their revenues from federal transfer payments. 
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Differences in U.S. states’ and Ontario’s reliance on various revenue sources 
is further illustrated in a comparison of the jurisdictions’ major tax rates. 


Corporate Income Taxation 


The combined federal-provincial and federal-state corporate tax rates on 
manufacturers in Ontario and in selected U.S. states are illustrated in the 
chart below. The federal tax rates in Canada and the U.S. are 41.5 per cent 
and 46 per cent respectively. The Canadian federal tax rate includes the 
impact of the 1986 corporate surtax which is 5.0 per cent of federal tax 
payable. The combined federal-state tax rates reflect the deductibility of 
state corporate taxes for the purposes of calculating federal taxes. In 
Canada, provincial taxes are not deductible. In lieu of deductibility, 
corporations are allowed a 10 per cent provincial tax abatement against the 
federal statutory rate. 


INTERJURISDICTIONAL TAX COMPARISON: 
Corporate Income Tax on Manufacturers, 1986 
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Ontario New York Michigan Ohio 


Source: Ontario Ministry of Treasury and Economics, Canadian and United States federal tax statutes and 
Ontario and state tax statutes. 


There are also differences between the U.S. and Canada in calculating the 
tax base for purposes of corporate income tax. For example, the method of 
calculating depreciation for tax purposes differs considerably. 


Sales Taxation 


General sales tax rates in each of the four jurisdictions are compared in 
Table 2. In contrast to the sales tax systems in Canada, some American 
municipalities have the authority to impose sales taxes and special levies 
related to municipal undertakings such as rapid transit. As with the 
interprovincial analysis, however, these rate comparisons must be used with 
caution as there are differences in tax bases. 


Interjurisdictional Sales Tax Rate Comparison, 1986 Table 2 
(Per Cent) 


Maximum Maximum 


Local Combined 

cyrie pagans Rate Rate Rate 
Jurisdiction 
Ontario (i N/A 7 
New York 4 4.25 8.25 
Michigan 4 N/A 4 
Ohio 4, rp, {pes 
Source: Ontario Ministry of Treasury and Economics, Canadian and United States federal tax statutes and 


Ontario and state tax statutes. 


‘Personal Income Taxation 


A meaningful comparison of the Ontario and U.S. personal income tax 
systems is difficult. While both tax systems generally have the same 
objective (taxing income) and employ similar approaches (marginal tax 
rates) in achieving this objective, the two systems are fundamentally 
different. First, there are significant differences in the taxable income 
bases. Many of the tax preferences available to Americans in 1986 are not 
available in Ontario. (On a lesser scale, the reverse is also true.) 
Furthermore, all provinces in Canada except Quebec levy provincial income 
tax as a per cent of federal tax. In the U.S., each state controls its own 
personal income tax system and can vary it considerably from the U.S 
federal system. Some states tax income directly while others calculate tax 
based on federal tax. 


Despite these limitations, a quantitative comparison of representative tax 
filing scenarios can be performed. Ontario’s latest study of this nature is 
based on 1983 tax systems. In broad terms, the study showed that Ontario 
taxpayers at the lowest income levels faced lower tax burdens than their 
counterparts in the neighbouring states of New York, Ohio and Michigan. 
In the middle income range, tax burdens were similar in all jurisdictions. At 
upper income levels, Ontario taxpayers paid considerably more income 
related taxes. 


Tax Reform 


A comprehensive overhaul of the U.S. federal tax system is expected to be in 
place by January 1987. The tax reform package lowers personal and 
corporate income tax rates, broadens the tax bases and results in a shift in 
tax burden from individuals to corporations. These changes will alter the 
relative tax burdens between Ontario and the U.S. states as discussed 
above. 


The federal government in Canada has recently indicated its commitment to 
comprehensive tax reform in this country. While it is far from clear what 
the final package will be, the potential exists for significant changes in the 
tax burdens of Canadian individuals and businesses. 
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Expenditure Structure* 


Provincial expenditures support a wide range of programs, services and 
capital projects. This spending will amount to approximately $31.8 billion 
in 1986-87. Key components of Ontario’s expenditures are shown in the 
following graph. 


DISTRIBUTION OF ONTARIO’S EXPENDITURES 
1986-87 * 
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* Forecast 
Source: Ontario Ministry of Treasury and Economics. 


Expenditures on social programs will account for 61 per cent of Provincial 
spending. These social expenditures include funding to support Ontario’s 
health care and education systems, as well as social assistance programs 
and services. 


Provincial spending in support of resources and economic development will 
represent 17 per cent of Ontario’s expenditures. This portion includes 
funding for the maintenance and construction of the transportation system, 
forest management programs, industrial and agricultural assistance 
programs, environmental protection and skills training. 


Expenditures to support the administration of justice, the operation of 
Government and the Legislature will together account for 11 per cent. 
Interest payments on the public debt will represent another 11 per cent of 
Provincial spending this year. 


The distribution of Ontario’s expenditures has changed since 1976-77, The 
key components are shown in the following graph. 


* All Ontario Expenditure figures for 1986-87 are based on the September 30, 1986, Ontario Finances. 
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DISTRIBUTION OF ONTARIO’S EXPENDITURES 
1976-77 
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Source: Ontario Ministry of Treasury and Economics. 


Expenditure on the Health, Social Services, Public Debt Interest 
components have increased as a proportion of the total spending while that 


of Education, Resources and Economic Development has declined since 
1976-77. 


Capital Expenditures 


The Provincial Government directly, or indirectly through transfer 
payments, will provide $2.4 billion for capital investments in 1986-87. 
Capital expenditures support the construction of roads, water and sewage 
facilities, hospitals, day nurseries and educational facilities. Also included 


is the purchase of transit equipment and joint capital projects with private 
industry. 


During the five-year period from 1982-83 to 1986-87 capital spending 
ranged between $2.2 billion and $2.4 billion. 
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CAPITAL EXPENDITURES 
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Source: Ontario Ministry of Treasury and Economics . 


Fiscal Performance 


Ontario’s fiscal performance will be measured in terms of a number of the 
commonly used indicators. A 10 year review of Selected Financial and 
Economic Statistics can be found in the Appendix. 


Net Cash Requirements 


Net cash requirements (NCR) represent the shortfall between total 
revenues and total expenditures. Ontario’s net cash requirement levels are 
a reflection of overall economic performance, stabilization policies and tota! 
spending. 


Beginning in 1975, Ontario’s NCR experienced a downward trend which 
resulted in a low of $0.6 billion in 1979-80. In the early 1980s, a 
deterioration of world economic conditions had an adverse impact on 
Provincial finances, eventually leading to a NCR of almost $2.5 billion in 
1982-83. In that fiscal year, NCR as a proportion of total Provincial 
spending rose to 10.8 per cent, up from the 1979-80 proportion of 3.7 per 
cent. 


Net cash requirements in 1986-87, at slightly more than $1.4 billion, are 
projected to be $1.0 billion less than the 1982-83 peak. As well, net cash 
requirements are expected to decline to 4.5 per cent of total spending. 


Ontario’s net cash requirements per capita, at $157, are estimated to be the 
lowest among the provinces in 1986-87. It should be noted that this 
comparison has certain limitations in that financing for Crown corporations, 
public service pension funds and health insurance programs are treated 
differently by several provinces. 
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ONTARIO’S NET CASH REQUIREMENTS (NCR) 
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*Note: The shaded area represents NCR after extraordinary adjustments. 
** Forecast 
Source: Ontario Ministry of Treasury and Economics. 


NET CASH REQUIREMENTS PER CAPITA 
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* Forecast 
Source: Ontario Ministry of Treasury and Economics. 


Operating Position 


The operating position is the difference between total current revenues and 
total current expenditures excluding capital expenditures. The operating 
position reflects the degree to which the Province pays for its day-to-day 
operating needs from its current revenues. 


Ontario’s operating position will improve from a $1.0 billion operating 
deficit in 1982-83 to $0.2 billion in 1986-87. 
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OPERATING POSITION 
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Total Debt as a Per Cent of Gross Provincial Product 


Ontario’s total debt comprises funded and unfunded debt. Funded debt has 
a specified term to maturity and is secured by a debt instrument such as a 
bond or Treasury Bill. Unfunded debt is not secured by debt instruments. 


The capacity of a government to carry its debt is largely determined by the 
underlying strength of the economy and tax revenues. The ratio of total 
debt to GPP rose to 18.4 per cent in 1978-79 and then fell to 16.8 per cent in 
1981-82. It increased to 18.4 per cent in 1985-86 and is forecast to fall to 
18.3 per cent in 1986-87. 


Public Debt Interest 


Public debt interest (PDI) costs for servicing total debt have absorbed an 
increased share of Provincial revenues. PDI costs have grown from 8.0 per 
cent of budgetary revenues in 1975-76 to an estimated 12.4 per cent in 1986- 
a7. 
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PDI AS A PER CENT OF BUDGETARY REVENUE 
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Source: Ontario Ministry of Treasury and Economics. 


Months of Budgetary Revenue Required to Repay Total Debt 


Since 1975-76, the number of months of budgetary revenue required to 
repay total debt has ranged from a high of 16.1 months in 1978-79 to a low of 
14.3 months in 1981-82. It would take 14.7 months of budgetary revenue to 
repay total debt in 1986-87. 


MONTHS OF BUDGETARY REVENUE 
TO REPAY TOTAL DEBT 
Months 
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Fiscal Capacity and Tax Effort 


Fiscal capacity measures the relative ability of a province to raise revenues 
from available revenue sources. Tax effort measures the relative extent 
that each province taxes those available revenue sources. In this section, 
these measures are used to make interprovincial comparisons. 


Determination of Fiscal Capacity 
Fiscal capacity can be measured by a number of different indices. 


The Representative Tax System (RTS) is the one used by the federal and 
provincial governments as a measurement of fiscal capacity. In the RTS, 
each revenue source has an associated tax base and the fiscal capacity can be 
related to population. For example, the base for tobacco taxes is the number 
of cigarettes sold in a province. If a province’s share of a base is lower than 
its population share, that province is said to have a fiscal capacity deficiency 
in that tax base. If the opposite is true, a fiscal capacity surplus exists. In 
other words, a province has a fiscal capacity deficiency in a tax base if its per 
capita share of a base is less than the national average. 


Tax bases are defined according to the taxing practices of provinces. For 
example, if an item such as infants’ clothing is exempt from the retail sales 
tax in a majority of the provinces, such sales would not be included in the 
tax base. Hence, the term “representative”. 


Employing data from the federal equalization program, it is possible to 
derive an aggregate tax base share by "adding" together 39 different 
provincial and local tax bases. This provides a single but comprehensive 
measure of a province’s relative fiscal capacity. In 1985-86, Ontario’s fiscal 
capacity, measured on this basis for provincial own-source revenues, was 98 
per cent of the national average. The chart below indicates how Ontario’s 
fiscal capacity has varied over the past ten years. The range of fiscal 
capacities in 1985-86 was 59.7 per cent for Newfoundland to 199.6 per cent 
for Alberta. The fiscal capacities of Saskatchewan and British Columbia 
also exceeded the national average. The natural resource tax base continues 
to account for their high rankings. 
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(Per Cent of National Average) 
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YEAR ENDING MARCH 31 


Source: Department of Finance and Ontario Ministry of Treasury and Economics. 


As Table 3 shows, if federal transfer revenues are added to provincial own- 
source revenue, the fiscal capacity of "have-not" provinces approaches the 
national average. Since federal transfers are relatively greater for the 
"have-not" provinces, the relative fiscal capacities of the "have" provinces 
decline. For example, Ontario’s 1985-86 fiscal capacity declines almost 7.0 
percentage points to 91.1 per cent of the national average, primarily because 
the Province does not receive federal equalization payments. 
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Indices of Provincial-Local Table 3 
Fiscal Capacity, 1985-86 


(Per Cent of National Average) 


Provincial-Local 


Provincial-Local Own-Source 
Own-Source Revenues plus 
Revenue All Federal Transfers 


Newfoundland Dost 91.4 
Prince Edward Island 60.8 93.1 
Nova Scotia E20 89.4 
New Brunswick 67.1 92.2 
Quebec 719.3 91.5 
Ontario 98.0 91.1 
Manitoba 81.3 90.1 
Saskatchewan 104.7 99.8 
Alberta 199.6 is 
British Columbia 104.3 99.1 


National Average 100.0 100.0 


NO ON Ce 


Source: Department of Finance. 
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Included in the determination of federal transfers are special contracting- 
out tax points that Quebec opted for in lieu of a portion of federal cash 
contributions under the Canada Assistance Plan and Hospital Insurance. 
The latter contributions were subsequently rolled into Established 
Programs Financing. 


Determination of Tax Effort 


A comparison of provincial tax rates on individual revenue sources is often 
employed as a gauge of relative revenue-raising efforts. However, such 
comparisons alone do not provide a way of assessing a province’s overall tax 
effort. 


As with the determination of fiscal capacity, tax effort can be measured by 
individual revenue sources. For each revenue source, a national average tax 
rate can be calculated by dividing the provincial revenues collected by the 
total all-province tax base. 


A comprehensive measure of tax effort can be calculated by dividing a 
province’s share of total provincial-local revenues by its share of total tax 
base. In order to determine a province’s share of the aggregate tax base, 
each of the revenue sources must be weighted to reflect the relative 
importance that is attached to them individually. For example, if Personal 
Income Tax (PIT) revenues account for 26 per cent of the total ten-province 
revenues, the weight of PIT in the comprehensive tax base would be 26 per 
cent. Each province’s share of this weighted tax base is calculated by 
multiplying its percentage share of the PIT base by this weighted 
percentage. In the case of Ontario, the Province’s share of the PIT base, 41 
per cent, is multiplied by the weighted PIT base of 26 per cent to derive 
Ontario’s percentage share of the PIT portion of the comprehensive tax base 
(i.e., 10.7 per cent). Ontario’s share of the comprehensive tax base is 
determined by summing together the individual percentage shares of the 39 
revenue source comprehensive tax base components. 


This measure of tax effort indicates to what extent a province is taxing what 
is available to be taxed, relative to the national average. Local revenues are 
included because of the varying responsibilities that individual provinces 
allocate to their local governments. Table 4 provides the indices of relative 
tax effort for 1985-86 on this comprehensive basis. 
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Indices of Provincial-Local Tax Effort, 1985-86 Table 4 
(Per Cent of National Average) 


Newfoundland 103.8 
Prince Edward Island 91.0 
Nova Scotia 96.7 
New Brunswick 98.1 
Quebec 125.8 
Ontario 100.7 
Manitoba 104.6 
Saskatchewan 99.3 
Alberta 74.5 
British Columbia 92.4 
National Average 100.0 


Source: Department of Finance. 
ee ___._._ 


Ontario’s overall tax effort is approximately at the national average. 
Alberta’s tax effort is about 25 per cent below the national average, mainly 
because it levies no sales or gasoline tax, and has the lowest personal income 
tax. Since Alberta’s share of oil and gas revenues is about the same as its 
share of oil and gas tax bases, its resource taxation does not bias its tax 
effort one way or another. 


Quebec has a very high tax effort, some 26 percentage points above the 
national average in 1985-86. Despite high rates of taxation on certain 
revenue sources, the Maritime provinces do not have a high degree of overall 
tax effort, due in large part to their relatively low levels of local property 
taxation. 
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Debt and Debt Financing* 
Ontario’s Debt 


COMPOSITION OF ONTARIO’S OWN-PURPOSE TOTAL DEBT 
March 31, 1986 
($ Billion) 
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Source: Ontario Ministry of Treasury and Economics. 


Ontario’s own-purpose total debt consists of funded and unfunded debt. 
Funded debt, the largest portion, has a specified term to maturity and is 
secured by a debt instrument such as a bond or Treasury Bill. Ontario’s 
funded debt is concentrated in non-public debt, owed primarily to the 
Canada Pension Plan (CPP) and the Teachers’ Superannuation Fund (TSF) 
in the form of long-term, non-marketable securities at market-related rates 
of interest. Debt owed to the general public is about 5.0 per cent of the 
Province’s total debt. The Province’s estimated funded debt at March 31, 
1987 will be $28 billion of which about 90 per cent will be owed to the CPP 
and TSF. 


Unfunded debt refers to obligations that are not secured by a debt 
instrument such as deposits with the Province of Ontario Savings Office and 
for the Public Service Superannuation Fund. Unfunded debt represents 
about 20 per cent of Ontario’s total debt, up from 15 per cent ten years ago. 
Ontario’s own-purpose total debt will be about $35.4 billion by the end of 
fiscal 1986-87 compared to $14.5 billion ten years ago. 


* All Ontario debt figures for 1986-87 are based on the September 30, 1986, Ontario 
Finances. 
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Consolidated Public Sector Funded Debt 


CONSOLIDATED PUBLIC SECTOR FUNDED DEBT 
March 31, 1986 
(Interim, $ Billion) 
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7.80 % 
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Source: Ontario Ministry of Treasury and Economics. 


The broadest measure of funded debt in the Ontario public sector is 
Consolidated Public Sector Funded Debt which includes debt incurred at all 
levels of provincial jurisdictions. The preponderance of Provincial and 
Provincially guaranteed debt in this measure illustrates Ontario’s policy of 
centralizing public sector financing at the Provincial level. Ontario’s direct 
and guaranteed funded debt, which is over 90 per cent of the consolidated 
debt, consists of obligations for the Province’s own purpose or for Ontario 
Hydro. Due to Ontario’s policy of centralized financing, there is a limited 
requirement for public borrowing by local bodies, universities, colleges and 
hospitals. Internal funds and Provincial grants finance a large proportion of 
local capital expenditures, with the remainder financed by borrowing. Local 
government debt is about 5.0 per cent of consolidated funded debt while less 
than one-half of one per cent consists of the obligations of universities, 
colleges and hospitals. The Provincial (direct and guaranteed) share of 
Consolidated Public Sector Funded Debt has been rising over time reflecting 
the policy of centralized financing. 


Hydro Borrowing 


In 1986 and 1987, Ontario Hydro’s gross borrowing is expected to be around 
$2 billion per year, with borrowing net of retirements falling to an average 
of about $1.1 billion per year. Even though it is unlikely that Hydro’s gross 
borrowing needs will put undue pressure on the capital markets, the 
Province will continue to monitor Hydro’s financing needs and plans to 


ONTARIO HYDRO BORROWING 


rp 1975 to 1987 
$ Million 


3,000 


Forecast 


Gross Borrowing 


Forecast 


Net Borrowing 


1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 


Source: Ontario Hydro. 


ensure that they are consistent with the Province’s fiscal and financial 
plans. 


Interprovincial Comparisons 


INTERPROVINCIAL FUNDED DEBT COMPARISONS 
December 1985 
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Interjurisdictional debt comparisons usually focus on funded debt measures 
because this assures a standard of conceptual uniformity and comparability 
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across jurisdictions and over time. Similarly, in order to avoid the 
inconsistencies caused by provinces assuming different types of debt at 
different levels of the public sector, the sum of funded debt owed by a 
province and debt guaranteed by a province is used in interprovincial 
comparisons. Nevertheless, the comparisons remain limited by differences 
in treatment across provinces of sinking funds and purchases by public 
sector investment funds such as the Alberta Heritage Fund. 


Ontario’s direct and guaranteed debt burden is relatively low compared to 
other provinces. In 1985, Ontario owed $5,241 per person. This was the 
third lowest level of direct and guaranteed debt per capita in Canada, higher 
only than Prince Edward Island and Alberta. Ontario had the second lowest 
level of debt as a per cent of Gross Domestic Product (30 per cent), after 
Alberta. 


Ontario’s Financing 


The Province of Ontario has available for its financing purposes the funds of 
the Teachers’ Superannuation Fund (TSF) and Ontario’s share of the 
Canada Pension Plan (CPP) as well as domestic and international capital 
markets. Because of the structure of contributions and benefits of these two 
pension plans, they have been a growing source of financing for Ontario. In 
1986-87, non-public availability exceeded the Province’s needs and 
consequently, Ontario has not taken all of the CPP funds available to it. 


Ontario’s Maturing Debt 


Approximately 11 per cent of Ontario’s funded debt (excluding Treasury 
Bills) is scheduled to mature in the five-year period from March 1987 to 
March 1991 and 29 per cent in the ten years from 1987 to 1997. In the next 
five years, maturities (excluding Treasury Bills) will average about $600 
million per year of which $400 million represents retirements of Canada 
Pension Plan obligations. 
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Credit Worthiness 
Provincial Ratings Table 5 
October 1986 
Canadian 
Standard Bond 
and Rating 
Poor’s Service 
(S&P) Moody’s (CBRS) 
British Columbia AA Aal AA 
Alberta AA+ Aal AAA 
Saskatchewan AA Al AA 
Manitoba A+ Al AA- 
Ontario AA+ Aaa AAA 
Quebec AA- Aa3 A 
New Brunswick A+ Al A 
Nova Scotia A- A2 A- 
Prince Edward Island NR* A3 BBB+ 
Newfoundland A- Baal BBB 


* 


Not Rated. 


Source: 


Survey and Standard and Poor’s CreditWeek. 


Ontario Ministry of Treasury and Economics, Canadian Bond Rating Service, Moody’s Bond 


The 1980s have been a period of general pressure on Canadian provincial 
credit ratings. Since 1985, seven provinces have been downgraded by 
Standard and Poor’s and Moody’s, two U.S. rating agencies, because their 
economic performance has been weak or their fiscal and financial 
performance has not matched their economic improvements. 
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In mid-1986, Ontario was upgraded by the Canadian Bond Rating Service to 
an unqualified AAA from AAA-. In addition, Moody’s raised Quebec to Aa3 


from Al and New Brunswick to Al from A2. 


Rating Adjustments in 1985 and 1986 Table 6 
Rating Change 
British Columbia Downgraded from: AA+ to AA (S&P) 
Alberta Downgraded from: Aaa to Aal (Moody’s) 
AAA to AA + (S&P) 
Saskatchewan Downgraded from: AA+ to AA (S&P) 
Aal to Aa3 (Moody’s) 
Aa3 to Al (Moody’s) 
AA+ to AA(CBRS) 
Manitoba Downgraded from: AA-to A+ (S&P) 
Aa to Al (Moody’s) 
Ontario Downgraded from: AAA to AA+ (S&P) 
Upgraded from: AAA- to AAA (CBRS) 
Quebec Upgraded from: Al to Aa3 (Moody’s) 
Nova Scotia Downgraded from: A to A-(S&P) 
New Brunswick Upgraded from: A2 to Al (Moody’s) 
Newfoundland Downgraded from: Ato A-(S&P) 
BBB+ to BBB (CBRS) 
Ee ee ee ee ee 
Source: Ontario Ministry of Treasury and Economics, Canadian Bond Rating Service, Moody’s Bond Survey 


and Standard and Poor’s CreditWeek. 
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Federal-Provincial Funding Programs 


The following sections describe the two major programs through which the 
Province receives substantial federal funding: the fiscal arrangements and 
the Canada Assistance Plan. 


Federal-Provincial Fiscal Arrangements 


Introduction 


The federal-provincial fiscal arrangements are the institutional vehicles 
through which the federal government transfers funds to the provinces as 
part of its historical commitment to certain national shared-cost programs, 
and to the principle of interprovincial fiscal capacity equalization. The 
largest of these payments is made in respect of health care and post- 
secondary education under EPF. Funds are also transferred under the 
Equalization program, the Fiscal Stabilization program, and the Personal 
Income Tax Revenue Guarantee. 


Although often discussed in terms of federal-provincial negotiation and 
agreement, it should be noted that the fiscal arrangements are under the 
sole legislative and administrative control of the federal government. Every 
five years, legislation in this area is drafted and enacted by the federal 
government, and requires no provincial enabling legislation, support or 
even agreement to operate. In practice, however, Ottawa has consulted with 
the provinces on potential revisions to the legislation prior to enactment. 
Although these negotiations are currently underway, the 1987 fiscal 
arrangements legislation is not expected to differ fundamentally from what 
is now in place. 


Established Programs Financing 


Adopted in 1977 to replace the federal-provincial shared-cost programs in 
the fields of health and post-secondary education, EPF was regarded as a 
milestone in co-operative federalism in Canada. The essence of the new 
arrangement was that the provinces, long dissatisfied with the cumbersome 
and inflexible nature of the cost-sharing arrangements, were given greater 
policy and administrative latitude through a move to block funding. At the 
same time, Ottawa lessened its financial risk by tying its contributions to 
the rate of growth of the national economy rather than to provincial 
expenditures. 


Ata Conference of First Ministers held in June 1976, the broad framework 
for EPF was introduced. At that time, the Prime Minister outlined five 
principles that would form the basis of the federal approach*: 


“Statement tabled by Prime Minister of Canada, the Right Honourable Pierre Elliott 
Trudeau, on the occasion of the Conference of Federal and Provincial First Ministers, held 
at Ottawa, June 14 and 15, 1976. 


e The federal government should continue to pay a substantial share of 
program costs. 


e The federal payment should be calculated independently of provincial 
program expenditures. 


e There should be greater equality, in per capita terms, in the federal 
contributions to the provinces. 


e The arrangements for the mature programs should be placed on a more 
permanent footing. 


e There should be provision for continuing federal participation in the 
development of policies of "national significance" in health and post- 
secondary education. | 


The Prime Minister also emphasized that the federal government intended 
to encourage provincial spending restraint through the new arrangement. 


There was widespread provincial acceptance of most of these principles, and 
a federal-provincial consensus on the course that was being charted. 
However, shortly after the new arrangement had been agreed upon, the 
federal government decided to keep track of the individual cash components 
of the transfers for health and post-secondary education. While not 
consistent with the principle of block funding, the split was for federal 
bookkeeping purposes only and did not require provinces to demonstrate 
that they had, in fact, spent the funds in these areas. 


The Canada Health Act is illustrative of federal government attempts to 
"reconditionalize" EPF. Passed by Parliament in 1984, the Act sets program 
criteria and conditions of payment for the cash portion of transfers paid to 
the provinces for insured health care services and extended health care. 
Under the terms of the legislation, each province’s health insurance plan 
must satisfy federal requirements respecting comprehensiveness, 
portability, universality, accessibility and public administration. 


The federal government is empowered to withhold a portion of the provincial 
transfer payments equal to the amount that physicians bill above the rates 
set out in the provincial fee schedules. Dollar for dollar deductions are also 
imposed on provinces which permit user charges. Between July 1984 and 
June 1986, over $106 million in payments to Ontario were withheld by the 
federal government. The Province has since complied with the conditions of 
the Canada Health Act by eliminating extra-billing for insured health 
services, and has recouped the amount withheld. 


As shown in Table 7, the federal government has taken a number of further 
actions to restrain the growth of its payments to the provinces. When the 
fiscal arrangements were amended in 1982, the Revenue Guarantee 
Compensation, which was built into EPF as part of the 1977 agreement, was 
removed. This effectively eliminated a portion of the per capita 
entitlements. 


EPF transfer growth is based on both growth in the economy and population 
increases for individual provinces. Under the two-year federal "6 & 5" 
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restraint program introduced in June 1982, per capita limits were imposed 
on post-secondary education transfer growth. 


Most recently, the federal government’s Bill C-96, An Act to amend the 
Federal-Provincial Fiscal Arrangements and Federal Post-Secondary 
Education and Health Contributions Act, 1977, received Royal Assent in 
June 1986. It reduces the annual growth in per capita EPF transfers by two 
percentage points. In 1986-87, Bill C-96 will reduce Ontario’s EPF 
entitlements by $317 million. Taken together, the reductions in EPF 
entitlements for Ontario amount to $642 million in 1986-87. 


Provincial Losses Due To Table 7 
Federal EPF Cuts Since 1982 
($ Million) 
Elimination 
of Revenue "6 & 5 Reduction 
Guarantee Caps on of EPF 
Compensation PSE Transfers Escalator 
All All All 
Ontario Provinces Ontario Provinces Ontario Provinces 
1982-83 294 828 = - - - 
1983-84 325 914 45 125 = a 
1984-85 SOT 999 94 264 4 = 
1985-86 384 LOL 101 283 = = 
1986-87 ALT 1,158 110 306 igs} Sy, 
TOTAL Nedra, 4,970 350 978 115 37 
eerie il ee ea ee SO OE EE Be ee a ee en 
Source: Department of Finance and Ontario Ministry of Treasury and Economics. 


Federal support for Ontario health and post-secondary education programs 
has fallen from a peak of 52 per cent of provincial spending for these 
purposes in 1979-80, to about 43 per cent in recent years. Because EPF tax 
point transfers are derived from provincial taxpayers, they can be regarded 
as provincial revenues. Thus, if the federal contribution is considered solely 
in terms of the EPF cash component, then Ottawa’s current share of 
combined health and post-secondary education spending in Ontario would 
amount to only 25 per cent, down from 30 per cent in 1979-80. 


Equalization 


Equalization payments are unconditional transfers from the federal 
government to qualifying provinces, with the purpose, as enshrined in 
Section 36 of the Constitution Act, 1982, of ensuring that provincial 
governments have sufficient revenues to provide reasonably comparable 
levels of public services at reasonably comparable levels of taxation. The 
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actual determination of equalization entitlements has evolved over the 
years by refinements and adjustments to the formula since the inception of 
the program in 1957. Although there have been disagreements about these 
changes, some of which had quite dramatic effects, all provinces have 
supported the overall thrust of the program. 


Ontario has never been an equalization recipient. Indeed, when oil price 
shocks created this possibility, these equalization payments were prevented 
through retroactive legislative amendment in 1981. 


Determining the extent to which the goals of equalization are being 
achieved is difficult due to the lack of a definition or measure of "reasonably 
comparable levels of public services at reasonably comparable levels of 
taxation". As was discussed in the section on fiscal capacity and tax effort, 
the equalization program takes into account 39 distinct revenue sources. 
These sources and the estimated provincial revenues to be equalized for 
1986-87 are summarized in Table 8. 


aS 
Fiscal Equalization, 1986-87 Table 8 
($ Billion) 
Revenue Source Amounts Subject 
to 
Equalization 
Personal Income Tax Revenues 2251 
Business Income Revenues 4.6 
Capital Tax Revenues 12 
General and Miscellaneous Sales Taxes 13.5 
Tobacco Taxes 2.0 
Gasoline Taxes 2.6 
Diesel Fuel Taxes 0.7 
Non-Commercial Vehicle Licences by 
Commercial Vehicle Licences 0.5 
Revenues from the Sale of Spirits 1.6 
Revenues from the Sale of Wine O25 
Revenues from the Sale of Beer 0.8 
Hospital and Medical Insurance Premiums Dive 
Succession Duties and Gift Taxes , 
Race Track Taxes 0.1 
Natural Resource Revenues ** 4.3 
Insurance Premium Revenues 0.5 
Payroll Taxes 1.9 
Provincial-Local Property Tax Revenues 16.1 
Lottery Revenues 0.9 
Miscellaneous Provincial-Local Taxes and Revenues ‘ts 
Shared Revenues: Undistributed Income on Hand % 
Shared Revenues: Off-shore Activities ; * 
TOTAL 84.9 
Notes: * Less than $50 million. 


** The 17 separate natural resource revenue sources have been aggregated. 


Source: Department of Finance, Provincial Fiscal Equalization, Second Estimate, 1986-87 (Jul 1986). 
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This set of revenue sources is known as the Representative Tax System 
(RTS), since it attempts to take into consideration what provinces, as a 


whole, actually tax. Each of the revenue sources has an associated tax base. 
For example, the base for revenues from the sale of beer is the volume of beer 
sold. 


The tax bases have been modified over the years. Discussions continue on 
technical problems that are perceived to remain in the determination of 
appropriate components to use in some tax bases to satisfy the requirement 
of making them "representative". For example, there is currently a debate 
on the property tax base; since there is no comparable interprovincial 
property tax base, the equalization formula has had to rely on proxies for the 
assessed values of land and buildings. The particular proxies used in the 
property tax base are the subject of some concern. For instance, the use of 
Gross Domestic Product (GDP) as a proxy for residential land values has 
been criticized since the housing component of GDP is relatively 
insignificant. 


For each revenue source, a national average tax rate is calculated by 
dividing the total revenues to be equalized by the total all-province tax base. 
Comparisons can be made among provinces by applying the national 
average tax rate for each revenue source to individual provincial tax base 
values on a per capita basis. 


The equal yield per capita standard that the equalization formula sets must 
then be determined. 


The current benchmark that is applied to each province for each revenue 
source is termed the "five-province standard"; this standard is derived by 
applying the national average tax rate to the tax bases of Quebec, Ontario, 
Manitoba, Saskatchewan and British Columbia and calculating the per 
capita yield for the five provinces. 


Finally, the difference between this standard per capita yield and a 
province’s own per capita yield provides its relative per capita deficiency or 
surplus for each of the 39 sources. 


Two examples to illustrate this process: 


e Incalculating the latest estimate for 1985-86 national average tax rates, 
the Newfoundland provincial income tax (PIT) base yields $431.71 per 
capita. The national average tax rate applied to the five-province 
standard tax base yields $815.40 per capita. This means that 
Newfoundland has a PIT deficiency of $383.69 per capita ($815.40 - 
$431.71). Newfoundland’s equalization component in respect of PIT, 
$223 million, is then calculated by multiplying its per capita deficiency 
by its population. 


e Conversely, Ontario’s yield at the national average tax rate is $920.21 
per capita. Since this yield is above the $815.40 per capita that results 
from applying the national average tax rate to the five-province 
standard, Ontario has a PIT excess of $104.82 per capita. 


The calculation of a deficiency for a province for a particular revenue source 
does not necessarily mean that the province will receive equalization 
payments. The size of equalization entitlements is determined by the 


netting of all negative and positive entitlements. In Ontario’s case, for 
example, although the formula indicates a deficiency in the oil and gas 
revenue sources, negative entitlements in other sources are sufficiently 
large to negate entitlement to equalization on an aggregate basis. 


The current "five-province standard" replaced a national average standard 
in 1982. This change, combined with a number of tax base modifications, 
tended to disadvantage Quebec and Manitoba. Accordingly, a three-year 
transitional guarantee was incorporated into the formula. 


The transitional guarantee provided that no province could receive less 
under the new formula than it received in the last year of the old formula. 
Provision was made for a specified amount of growth. 


This provision lapsed at the end of the 1984-85 fiscal year, at an estimated 
three-year cost to the federal government of $2.1 billion. All equalization 
recipients received transitional guarantee payments. 


As shown in Table 9, following the lapse of the transitional program, 
additional supplementary equalization payments totalling $220 million 
were made to the six recipient provinces in respect of the 1985-86 fiscal year. 
One year later, Manitoba received an additional $65 million in 
supplementary equalization. 


eer 
Supplementary Equalization Payments Table 9 
($ Million) 

1985-86 1986-87 
Newfoundland 15 - 
Prince Edward Island 5 = 
Nova Scotia 20 - 
New Brunswick 20 - 
Quebec Lip . = 
Manitoba 50 65 
TOTAL 220 65 
Source: | Department of Finance. 
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The sole legislative constraint on the growth of equalization entitlements is 
that aggregate transfers must not exceed the year-over-year increase in 
Gross National Product (GNP). So far, this ceiling has not had to be applied. 


For 1986-87, the current estimate of equalization entitlements is $5.3 
billion. Although Quebec receives the greatest share of total equalization, 
on a per capita basis it receives the least. Table 10 shows the breakdown of 
the estimated 1986-87 entitlements among the provinces as well as the 
entitlements on a per capita basis. 
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Estimated Equalization Entitlements Table 10 
by Province, 1986-87 


$ Million $ Per Capita 


Newfoundland 670 Wioi 
Prince Edward Island 139 1,082 
Nova Scotia 610 687 
New Brunswick 640 885 
Quebec Teg | 413 
Manitoba 504 467 
TOTAL 5,300 529 
Notes: Ontario, Saskatchewan, Alberta and British Columbia have net negative entitlements and do not 


receive equalization payments. 


Manitoba’s entitlement includes $65 million in supplementary payments. 


Source: Department of Finance, Provincial Fiscal Equalization, Second Estimate, 1986-87 (July, 1986). 
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Fiscal Stabilization 


In order to protect provinces from sudden year-over-year losses in revenue 
resulting from an economic downturn, the federal government has provided 
for fiscal stabilization payments. These unconditional cash transfers ensure 
that each province’s tax revenues, measured on the basis of constant tax 
rates and structure, plus its equalization payments, will not be less than 
they were in the previous year. 


To date, only one province has received payments under this program -- 
British Columbia received $175 million in respect of the 1982-83 fiscal year. 
However, fiscal stabilization payments provide an important guarantee for 
many provinces when their credit ratings are under review. 


Personal Income Tax Revenue Guarantee 


Provincial Personal Income Tax Revenue Guarantee payments ensure that 
provinces will not suffer a reduction in personal income tax revenues due to 
amendments to the federal Income Tax Act. Should federal actions reduce a 
province’s personal income tax revenues by more than 1.0 per cent from the 
preceding year, that province becomes eligible for a federal revenue 
guarantee payment. The amount of the payment would be the difference, 
exceeding 1.0 per cent, between the amount of tax which would have been 
raised under the federal legislation prior to amendment and the amount 
raised subsequent to amendment. 
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Canada Assistance Plan 


The Canada Assistance Plan (CAP) was established by federal legislation in 
1966 as a cost-sharing mechanism for provincially-administered social 
assistance and welfare programs. CAP replaced the existing targetted 
shared-cost programs which provided assistance for the elderly, the blind, 
the disabled and the unemployed. By the end of the 1960s, these programs 
had come under increasing criticism for their eligibility restrictions. The 
new program was designed to bring a measure of order and coherence to 
fragmented provincial public assistance systems. 


Since its inception, payments under CAP have grown dramatically, 
increasing from $343 million in 1967-68 to $4 billion in 1985-86. This 
makes CAP the third largest source of transfers to the provinces after 
Established Programs Financing and Equalization. In Ontario alone, CAP 
payments will exceed $1 billion for 1985-86. 


CAP is intended to act as a last resort safety net. Under its provisions, the 
federal government contributes an amount equal to 50 per cent of provincial 
expenditures on assistance payments (food, shelter and clothing) to 
individuals in need, and a range of welfare services, including child welfare, 
day care, homemaker services for the elderly, institutions for the disabled 
and family counselling. To qualify for federal CAP funds, provincial 
programs must be designed to benefit those "in need or likely to become in 
need". As well, potential beneficiaries must demonstrate their eligibility 
through either a needs test or an income test, as determined by each 
province and subject to federal guidelines. 


Although the Canada Assistance Plan stands out as a highly successful 
example of federal-provincial co-operation, the program has been the subject 
of numerous reviews during the last two decades. In 1970-71, the Senate 
Committee on Poverty issued a report that was critical of CAP and 
recommended that it be replaced by a guaranteed annual income. Ten years 
later, negotiations were underway to remove social services from CAP and 
provide them through a block fund under a proposed Social Services 
Financing Act modelled on EPF. The proposal, however, was withdrawn 
when the provinces refused to accept a reduction in the EPF escalator to 
GNP growth less one per cent. The proposal to replace the federal share of 
CAP and other federal tax and transfer programs, such as family allowances 
and child tax credits, with a guaranteed annual income, was resurrected by 
the Macdonald Commission in 1985 when it recommended the adoption of a 
Universal Income Security Program. 


More recently, the Nielsen Task Force on Program Review found no support 
for a major revision of CAP. However, its report did register concern over 
the trend toward long-term dependence on assistance among "employables" 
and warned of the danger that future CAP costs may become unaffordable as 
a result. The Nielsen review concluded that it may be necessary to change 
the open-ended nature of CAP funding by limiting federal spending under 
the agreement. Increasingly, the limits inherent in CAP’s welfare 
orientation are becoming more evident as priorities in the areas of child care 
and family violence are pushed to the foreground. 


Provincial-Local Transfers 


In 1986-87, the Province will provide $3.4 billion in financial support to 
municipalities and municipal agencies, as indicated in Table 11. Program 
assistance ranges from a low of a few thousand dollars to a high of almost 
$800 million, and is made available through more than 100 programs. 


Provincial support to school boards amounts to more than $3.4 billion, 
including some $100 million in capital assistance. 


Highlights of Provincial Transfers | Table 11 
to Local Governments 


($ Million) 


Outlook 
1986-87 
Transfers to Municipalities 
Unconditional 780 
Roads 547 
Transit 261 
Social Services 1,050 
Health 160 
Environmental i A 
Recreational & Cultural (') 
Other 361 
Ontario Municipal Improvement Fund 60 
Total Municipal Transfers 3,406 
Transfers to School Boards 
General Legislative Grants Seo2o 
Capital Grants _ 108 
Total School Transfers 32401 
Total Transfers to Local Government 6,843 


Source: Ontario Ministry of Treasury and Economics. 


Transfers to Municipalities 


Transfer payments to municipalities are estimated to increase by 5.4 per 
cent in 1986-87. 


The average annual growth in Provincial support to the municipal sector 
has outpaced inflation since the beginning of the decade. As Table 12 
indicates, total operating transfers increased faster than the rate of 
inflation, while the growth in capital transfers was lower than the growth in 


CPI, reflecting the fairly stable pattern of Provincial capital activity in 
general. 


Provincial Transfers to Municipalities Table 12 
($ Million) 
Average 
Annua 
Outlook Increase 
1981-82 1986-87 (%) 
Unconditional 637 780 4.1 
Conditional 943 Gil 12.1 
Total Operating 1,580 2,451 9.2 
Capital 813 895 1.9 
Total Transfers 2,393 3,346 6.9 
Ontario Municipal Improvement Fund = 60 - 
Enriched Total Transfers 2,393 3,406 Re; 


Source: Ontario Ministry of Treasury and Economics. 


PROVINCIAL TRANSFERS TO MUNICIPALITIES 
AS A PER CENT OF PROVINCIAL SPENDING 


SRRRRK 


res 
SRK 


O 
o 
> 
os 
oe 


SRRRK 


000.0, 0-0-0000, 00,000.00 00-00, 0.00 O-8 
es <> S555 2 


55505 <3 

SKK S ae 

3 See x9 

% Po KS a 

Yes OS ee 

ves 

Ses ee 
1981-82 1986-87 1981-82 1986-87 
TOTAL EXCLUDING 


BUDGETARY HEALTH & PDI 


Source: Ontario Ministry of Treasury and Economics. 
Municipal Sector Performance 


Municipal spending in 1986 is expected to grow by 7.9 per cent. This growth 
is being led by the areas served by regional government and by Metro 


Toronto, which account for 71 per cent of municipal spending. These areas 
are generally experiencing above-average service growth as measured by 
the growth in households. It should also be noted that individual municipal 
patterns of growth within these areas can vary considerably. By 
comparison, Table 13 shows that for the rest of the province, spending 
growth is expected to average around 6.8 per cent. 


Estimated Municipal Spending, 1985 & 1986 Table 13 
($ Million) 
Increase 
1985 1986 (%) 
Metropolitan Toronto ie Baa 3,364 8.1 
Other Regional Governments 3,630 3,946 8.6 
All Regional Governments 6,743 AOL 8.4 
Cities Not Part of Regional Governments 1-357 1,441 6-2 
All Other Municipalities 1,450 1,556 tp 
Non-Regional Governments 2,807 2,997 6.8 
Total Municipal Sector 9,550 10,307 ao 


Source: Ontario Ministry of Municipal Affairs. 


Since 1981, Provincial transfers have almost kept pace with the growth in 
overall local spending. As shown in Table 14, the proportion of municipal 
financing accounted for by transfers has dropped slightly over the period, 
with the difference being made up by municipal property taxes. 


Municipal Revenue Mix Table 14 
(Per Cent) 

1981 1986 
Property Taxation 30.3 36.7 
Provincial Grants 31.4 alee, 
All Other Revenues Reinos oe 

100.0 100.0 
Source: | Ontario Ministry of Municipal Affairs. 


Since 1970, property tax burdens (taxes in relation to household incomes 
have remained below the 3.0 per cent level, and are now approximately 2.6 
per cent. However, over the past three years, overall mill rate increases 
(including school taxes) have outpaced the growth in both inflation and 
incomes. School taxes have contributed more to the recent rise in local 
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taxation, growing 9.0 per cent for an average household on an annual basis 
since 1981, compared to 7.3 per cent annual growth in municipal taxes. 


Education Finance 


The funding of elementary and secondary education in Ontario is shared 
between the Province and local school boards. The Provincial share is 
distributed to school boards through the General Legislative Grants with 
the school board share being raised from local property taxes. School 
funding is a significant component of government spending at both levels, as 
shown in Table 109. 
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Education Finance in Perspective Table 15 
(Per Cent) 
1986-87 
Transfer Payments to School Boards 
Relative to Total Local Transfers 50.2 
Relative to Provincial Budgetary Expenditure 11.0 


School Finance in the Local Sector 


School Board Operating Spending Relative to Total 
Local Operating Spending 45.8 


School Taxes Relative to Total Local 
HO. 


Property Taxes 


Source: Ontario Ministry of Treasury and Economics. 
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GLOSSARY OF TERMS 


Ad Valorem Tax - A percentage-based tax, typically applied to a measure 
of value such as selling price. 


Basic Federal Tax - The level of tax determined by applying the federal tax 
rate schedule to taxable income. It is not federal tax payable, which is basic 
tax adjusted by credits, surtaxes or reductions. Ontario’s tax rate of 50 per 
cent is applied to Basic Federal Tax to yield Basic Ontario Income Tax. 


Canada Assistance Plan - Federal-provincial cost-sharing mechanism for 
provincially-administered social assistance and welfare programs. 


Capacity Utilization Rate - The actual output of an industry as a 
percentage of the output it could produce with its existing plant, equipment 
and work force. 


Consolidated Public Sector Funded Debt - Funded debt incurred at all 
levels of Provincial jursidiction including the Province, Ontario Hydro, 
municipalities, hospitals, universities and colleges. 


Consumer Price Index - A monthly index measuring the retail prices of a 
fixed basket of goods and services purchased by consumers. 


Consumption - The value of spending by consumers on goods and services, 
measured in current dollar terms (nominal) or adjusted for inflation (real). 
Consumption accounts for approximately 60 per cent of Gross National 
Product. 


Cost-of-living Adjustment - An adjustment to incomes, wages or other 
payments to maintain previous purchasing power in the face of changing 
consumer prices. 


Debt to Equity Ratio - The total debt of industrial corporations divided by 
total shareholder’s equity. 


Deductions - Reductions in the tax base, usually for specific expenses 
incurred in order to earn income. 


Economies of Scale - Reductions in the average cost of production achieved 
by increasing the volume of output. 


Equalization - Unconditional transfers from the federal government to 
qualifying provinces with the purpose of ensuring that provincial 
governments have sufficient revenues to provide reasonably comparable 
levels of public service at reasonably comparable levels of taxation. 


Kstablished Programs Financing - Unconditional federal payments to 
the provinces in respect of health care and post-secondary education. 


Exemptions - Amounts deductible from income in recognition of specific 
personal circumstances. 


Expenditures - Expenditures on government programs include payments 
for goods and services, interest on the public debt, salaries, transfer 
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payments to individuals, municipalities and institutions, subsidies and 
grants, the acquisition and creation of fixed assets, and the lending, 
investment and trust administration activities of the Government. 


Export - A good or service which is produced in one country or jurisdiction 
and sold to another. 


Final Demand - Purchases of goods and services within the economy, 
excluding inventory change. 


Final Domestic Demand - Purchases of goods and services within the 
economy, excluding the foreign sector (exports and imports) and inventory 
change. 


Fiscal Arrangements - Institutional vehicles through which the federal 
government transfers funds to the provinces as part of its commitment to 
shared-cost programs and interprovincial fiscal capacity equalization. 


Fiscal Capacity - Measure of a province’s relative ability to raise revenues 
from available revenue sources. 


Fiscal Policy - The use of the Government’s spending and taxing power to 
regulate the aggregate level of economic activity. Expansionary fiscal 
policy is generally characterized by an increase in discretionary spending or 
a tax cut. 


Fiscal Stabilization - Unconditional cash transfers from the federal 
government to ensure that no province’s tax revenues, measured on the 
basis of constant tax rates and structure, plus its equalization payments, 
will be less than they were in the previous year. 


Funded Debt - Debt which has a specified term to maturity and is secured 
by a debt instrument such as a bond. 


Gramm-Rudman - A deficit-trimming formula proposed by U.S. Senators 
Gramm and Rudman which establishes a schedule of annual deficit 
reduction targets culminating in a balanced federal budget by 1990. If these 
targets are not met, the President would be required to achieve them 
through automatic reductions in most categories of federal government 
expenditures. 


Gross Borrowing - Total borrowing including borrowing necessary for 
retirement purposes. 


Gross Domestic Product (GDP) - The value of goods and services 
produced within the geographic boundaries of an area. 


Gross National Product (GNP) - A nation’s total output of goods and 
services, expressed either in current dollar value (nominal) or adjusted for 
inflation (real). The percentage change in real GNP is the usual measure of 
the real growth rate of the economy. 


Gross Provincial Product (GPP) - The value of goods and services 
produced within the geographic boundaries of a province; may be measured 
in current dollar terms (nominal) or adjusted for inflation (real). 
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Guranteed Debt - Debt for which the Province agrees to meet the costs if 
the borrowing party can not; primarily, for Ontario Hydro. 


Household Formation - Net increases in new households in a period. 


Import - A good or service which has been bought from another country or 
jurisdiction. 


Inflation - A continuing rise in the general price level. 


Interest Rate - The price paid (charged) by a borrower (lender) of money. 
Nominal interest rates are those actually paid; real interest rates are 
nominal rates less the expected rate of inflation (current rates of inflation 
are generally used as proxies for expected rates). 


Interest Service Ratio - Total interest payments taken as a per cent of cash 
flow of industrial corporations before interest and taxes are deducted. 


Inventory - The various raw materials, parts and finished goods plus work- 
in-progress of a firm, and their total value. 


Inventory Accumulation - An increase in the level of inventories held in 
the economy. 


Investment - The value of spending on capital goods such as houses, plant 
and machinery and equipment; may be measured in current dollar terms 
(nominal) or adjusted for inflation (real). 


Labour Force - The total number of persons, age 15 and over, who are 
either employed or looking for work. 


Marginal Tax Rates - A schedule of rates used to determine the amount of 
tax payable at various taxable income levels and on each additional dollar of 
taxable income. 


Monetary Policy - The policies of the central bank (Canada - Bank of 
Canada; U.S. - Federal Reserve Board) that determine the availability and 
cost of capital (i.e., interest rates) in the economy. Tight (anti-inflationary) 
monetary policy restricts growth of the money supply, thus raising interest 
rates and reducing inflation by squeezing demand from the economy. 


Net Borrowing - Gross borrowing less borrowing needed for retirements. 


Net Cash Requirements (NCR) - The difference between total revenue 
inflows to and total expenditure outflows from the Consolidated Revenue 
Fund. 


Nominal (GNP, consumption, etc.) - In current dollars; not adjusted for 
inflation. 


Non-Markebtable Securities - Securities which may not be bought or sold 
in public capital markets. 


Non-Public Borrowing - Borrowing from non-public sources of funds, 
usually pension funds like the Canada Pension Plan. 
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OECD Countries, Major - Canada, France, Italy, Japan, United Kingdom, 
United States, West Germany. 


Operating Position - The difference between total current revenues and 
total current expenditures excluding capital expenditures. 


Organization for Economic Cooperation and Development (OECD) - 
An organization of industrial nations, with a permanent staff of officials, 
established in 1961 to improve trade and investment flows among its 
members, to help analyze and deal with balance-of-payments and other 
economic problems and to coordinate foreign-aid policies. 


Own-Purpose Debt - Debt issued by Ontario for Provincial use only. This 
excludes debt issued by Ontario on behalf of Ontario Hydro. 


Paid-Up Capital - For most corporations, paid-up capital funds invested in 
the corporation by its shareholders and other parties, loans or advances 
made to the corporation, and its cumulative undistributed corporate profit 
less its investment in other firms. 


Participation Rate - The percentage of the population age 15 and over that 
is in the labour force. 


Payroll Tax - An employment income-based tax, usually a percentage, 
which may be levied on the employer, employee or on both. 


Per Point Yields - An estimate of direct revenue which would be gained or 
lost for a first unit change in relation to a specified change in tax rates. 


Personal Disposable Income - The income remaining to persons for 
consumption or saving after deduction of income taxes, other personal direct 
taxes, CPP premiums, etc. 


Personal Income - The income received by persons from all possible 
sources. 


Personal Income Tax Revenue Guarantee - Federal program to ensure 
that amendments to the federal Income Tax Act will not reduce a province’s 
personal income tax revenues by more than one per cent 


Personal Savings Rate - Percentage of personal disposable income that is 
not spent for current consumption. 


Prime Rate - The interest rate charged by chartered banks to their most 
credit-worthy customers. 


Productivity - Output per unit of input (labour, capital, energy) employed. 


Protectionism - Advocacy of protective tariffs and other barriers to trade as 
a means of developing national wealth. 


Public Borrowing - Borrowing which is done through public capital 
markets. 


Public Debt Interest - Interest paid by Ontario on total debt incurred for 
its own purpose. 
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Real (GNP, consumption, etc.) - Adjusted for inflation, constant dollars. 


Real Domestic Product (RDP) -Gross domestic product adjusted for 
inflation. 


Recession - A downturn in the business cycle characterized by weak 
economic activity and high unemployment. Two consecutive quarters of 
decline are generally considered to indicate a recession. 


Recovery - The upturn of the business cycle characterized by an increase in 
economic activity. 


Representative Tax System - A series of thirty-nine distinct revenue 
sources used to determine what provinces, collectively, tax. 


Revenue - Includes revenue raised through taxation, premiums, fees, 
licences and permits, payments from the Federal Government under the 
Fiscal Arrangements and shared-cost programs and income from 
investments and earnings from advances and investments to public sector 
bodies. 


Seasonal Adjustment (seasonally-adjusted) - A statistical adjustment to 
take account of seasonal factors, such as weather, so that data more 
accurately reflect underlying trends. 


Specific Rate of Tax - A fixed rate per unit, (e.g. cigarettes will be taxed at 
the rate of 2.7 cent each). 


Surtax - A tax additional to basic Ontario or basic federal tax, usually 
calculated with reference to basic tax or to taxable income. 


Tariff - A tax imposed on imported goods, levied either as a percentage of 
their value or according to the number of units imported. 


Tax Base - The taxable value to which tax rates are applied; (e.g. the 
taxable portion of income; or the value of goods and services taxed under the 
retail sales tax). 


Tax Collection Agreement - The agreement between each province and 
the federal government that authorizes the federal government to collect 
that province’s personal income tax. Under the current arrangements the 
provinces agree to calculate their percentage of basic federal tax, effectively 
waiving all rights to determine the tax base. Provinces are permitted 
limited credit and surtax/reduction programs. Some provinces have similar 
arrangements for corporate income taxes. 


Tax Credit - A reduction of certain taxes paid, with the amount of the credit 
determined by a specified formula. The Ontario Tax Credits, for example, 
offset property and sales taxes for individuals by reducing Ontario personal 
income taxes. The level of this credit is a function of both the amount of tax 
paid and the ability to pay of the individual. Asa result, credit benefits fall 
as income rises - effectively redistributing tax burdens in favour of lowest 
income individuals. 
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Tax Effort - Measure of the relative extent that a province actually taxes 
available revenue sources. 


Total Debt - Funded and unfunded debt borrowed for the Province. 


Unemployment Rate - The number of persons in the labour market who 
are unemployed, as a percentage of the labour force. The seasonally 
unadjusted rate is referred to by Statistics Canada as the “actual” 
unemployment rate. 


Unfunded Debt - Debt which is not secured by a debt instrument such as 
deposits with the Province of Ontario Savings office. 


Unit Labour Cost - A measure of productivity calculated by dividing the 
total wage bill by the total number of units of a good or service produced. 


Value-Added - The value of a firm’s output minus the value of the inputs it 
purchases from other firms. 
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Ten-Year Review of Selected Financial 
and Economic Statistics 
($ Million) 


1977-78 
Financial Transactions 
Revenue ja Wat te V2 
Expenditure 13,544 
Net Cash Requirements F62 
Financial Position 
Funded Debt! 

(excluding Ontario Hydro) 12,364 
Provincial Debt Transactions (net) 1,506 
Publicly-Held Debt 1,613 

Gross Provincial Product (GPP) 
at Market Prices? 81,970 
Personal Income2 67,417 
Population - June (000s) 8.305 
Funded Debt Per Capita (dollars) 1,480 
Personal Income Per Capita (dollars) S070 
Net Cash Requirements 
as a per cent of GPP Peed 
Funded Debt as a per cent of GPP eal 
Total Expenditure as a per cent of GPP 16.5 
Publicly-Held Debt as a per cent of GPP 20) 
Cumulative Net Borrowing 
for Ontario Hydro 
Wks: 3,284 
CP aPs ~ 
Contingent Liabilities 
(mainly Ontario Hydro) 6,097 


1978-79 


13,233 
14,413 


1,180 


14,037 
1,652 
1,718 


89,702 


74,835 
8,440 


1,663 
8,867 


1.3 
15.6 
16.1 

19 


4,141 


7,096 


1979-80 


15,246 
15,830 


584 


15,196 
1132 
1,307 


100,942 


83,480 
8,501 


1,788 
9,820 


0.6 
15.1 
Lon7 

13 


4,506 


7,904 


1980-8) 


16,47 
17,27) 


80) 
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! Funded Debt includes debentures, notes and Treasury Bills. 
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2 Gross Provincial Product and Personal Income are calculated on a calendar year basis. The amounts 


appearing ina fiscal year column are for the preceding calendar year. Figures for !'984-85 and 1985-86 have 


been revised. 
* Ontario Finances, September 30, 1986 


Note: All funds are quoted in Canadian dollars. 


* 


Before extraordinary adjustments. 
** After extraordinary adjustments. 
N/A - not available. 


Source: Ontario Ministry of Treasury and Economics. 


1981-82 


1982-83 


1983-84 


BO. 


1984-85 


1985-86" 


1985-86** 


Interim3 


1986-87 


18,886 
20,389 


1,503 


17,592 
1,363 
1,102 


127,408 


109,672 
8,625 


2,040 
123716 


ie 
13.8 
16.0 
0.9 


5,073 
1,000 


9,284 


20,433 
22,011 


2,478 


19,643 
2.051 
1,056 


133,536 


121,091 
8,716 


2,254 
13,893 


19 
14.7 
17:2 

0.8 


6,058 
1,000 


pine? 


22,647 
24,936 


2,209 


22,503 
2,860 
1,939 


148,008 


130,333 
8,822 


2,000 
14,773 


1.5 
15.2 
16.8 

1.3 


6,487 
1,000 


12,711 


25,196 
26,898 


1702 


24,593 
2,090 
1,841 


166,879 


146,234 
8,939 


2,fol 
16,359 


1.0 
14.7 
16.1 

14d | 


7,206 
1,000 


14,220 


21,692 
29297 


1,605 


26,695 
2,102 
1,520 


180,570 


158,261 
9,059 


2,946 
17,470 


0.9 
14.8 
16.2 

0.8 


7,189 
1,000 


15,963 


30,858 
32,968 


2,110 


26,695 
2 AGZ 
1,520 


180,570 


158,261 
9,059 


2,946 
17,470 


re 
14.8 
18.2 
0.8 


fs act) 
1,000 


15,963 


30,353 
31,790 


1,437 


28,026 
1,331 
1,519 


193,390 


166,256 
93162 


3,078 
18,146 


Od 
14.5 
16.4 

0.8 


N/A 
N/A 


N/A 
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Preface 


The annual Economic Outlook and Fiscal Review is part of the 
Government’s efforts to enhance the pre-budget discussions and 
consultative process, leading to the development of Ontario’s annual 
Budget. 


In Spring, 1986, the Legislature set up the Standing Committee on Finance 
and Economic Affairs to “consider and report to the House its observations, 
opinions and recommendations on the fiscal and economic policies of the 
Province.” This Review has been prepared to assist the Committee, other 
members of the Legislature and the general public in deliberations and 
discussions on the forthcoming 1988 Ontario Budget. 


n¢ 
= 


sg 


; ' 
wwe ay 4 steht 


shalt: 0 aaniaal amie gos 2 ; 
copper niin ay } Hoc ae aye ath 
add ta eomitiog VEIN MGDS ; nf of wth bey : 
sorjo gaddimooe) ocdigiess of vent tet ae putas 
bas enuitersdilob ai sildog leisc9g Oe) ee ee 

Sagbud onsite: = i 


ay 
; 


io 


¢ 4 
i 
yy - 
. y 7 
7 oe 
4 
9 
‘ nd _ 
7: 
1 
6 
oki 
: 
i 
i : 
car 
i 7 
_ 15 
i 
% ‘a re ' 7 
’ ® 
ee 
0 
* 
7 : 
, ~ 1s | oO 
i 
' 
. 
ry @ 
- ’ 


The Ontario Economy: 
Performance and Prospects 


Seen 


Ontario Economic Outlook at a Glance 


1986 1987 1988 
Real Growth (%) 4.9 ag 2.8 
Inflation (%) 4.4 5.1 4.7 
Job Creation (000s) 153 146 105 
Unemployment Rate (%) 7.0 6.2 Ss: 
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The Ontario economy is heading into its sixth consecutive year of growth. 


1987 Performance: Strong Growth 


The Ontario economy has continued to grow very strongly in 1987. 
Ontario’s real output for the first six months grew at a rapid 4.4 per cent 
annual rate. Growth has been driven primarily by strong personal 
consumption and business investment. 


e Ontario retail sales rose by 10.1 per cent during the first nine months of 
1987 compared to the same period last year. Strong automotive sales and 
housing-related expenditures were key factors. 


e Business investment is expected to exceed $25 billion this year, 
supported by solid gains in spending on machinery and equipment and 
non-residential construction. 


e The housing market continues to be strong. Housing starts increased by 
40.4 per cent for the first nine months of 1987 compared to the same 
period in 1986. 


Strong economic growth has led to substantial employment gains and a 
lower unemployment rate. 


e In the first eleven months of this year, the Ontario economy created an 
average of 145,000 jobs. 


e The unemployment rate was 5.9 per cent in November, 0.8 percentage 
points lower than a year earlier. 


In 1985 and 1986, the Ontario economy outperformed the rest of Canada. 
Over those two years, Ontario’s real output expanded by 10.3 per cent 
compared to 6.1 per cent for the rest of the country. In 1987, the growth gap 
narrowed. Real output in Ontario is expected to grow by 3.9 per cent this 
year compared to 3.5 per cent in the rest of the country. 


An Historical Perspective 


The current economic expansion has continued without interruption for over 
five years. This ranks as the second longest expansion since 1950, surpassed 
only by the 52-quarter expansion spanning the 1961-1973 period. 


The first eighteen quarters of the current expansion compare favourably 
with the first eighteen quarters of the 1961-1973 expansion and the 
eighteen quarter expansion of 1975-1979. Real output has risen by over oO 
per cent, significantly greater than the average 24.2 per cent increase 
recorded over similar stretches of the two previous lengthy expansions. Job 
creation has totalled 608,000, significantly more than the average 472,000 
jobs generated over the two previous comparable periods. 


REAL GROWTH DURING MAJOR EXPANSIONS 


Average 
1961:1 to 1965:3 
and 
1975:1 to1979:3 


a 1982:3 to 1987:1 


Output Consumption Investment Government Spending 


Source: Ontario Ministry of Treasury and Economics. 


Investment (including residential housing) has also been considerably 
stronger than.in the previous expansions. Spending by all levels of 
government has grown relatively more slowly over the current cycle, rising 
by only 12.2 per cent, compared to an average of 14.2 per cent during 
comparable periods in the 1961-1973 and 1975-1979 expansions. 


1988 Forecast: Continued But Moderate Growth 


The recent crash of equity values on stock markets around the world has 
injected a new element of uncertainty into the 1988 forecast. However, 
despite the uncertainties remaining as a result of the market crash and 
subsequent reactions, the forecast is that the current expansion of the 
Ontario economy will continue in 1988, but at a more moderate pace than 
previously expected. 


e Real GDP growth will decelerate from 3.9 per cent in 1987 to 2.8 per cent 
in 1988. 


e Job creation is forecast at 105,000 in 1988, representing a 2.2 per cent 
increase in employment. 


e The unemployment rate in 1988 is expected to average 5.8 per cent. 
e CPlinflation in Ontario is forecast to moderate to 4.7 per cent next year. 


More details on the Ontario economy’s performance in 1987 and an outlook 
for 1988 are presented later. 


Key Factors and Assumptions: 1987-1988 


The Ontario economy is highly sensitive to growth in key export markets 
and changes in important international prices. 


e Economic growth in the U.S., Japan and Europe. 
e Economic performance in the rest of Canada. 
e International and domestic financial markets. 


e Energy prices. 


The United States, Japan and Europe 


Economic growth in the United States has a very strong influence on 
economic activity in Ontario. Exports to the United States represent about 
32 per cent of Ontario’s Gross Domestic Product. Every additional 
percentage point of real growth in the U.S. typically means about 0.4 
percentage points of extra real growth in Ontario. 


In 1987, economic growth in the U.S. resulted more from U.S. export growth 
than expansion of domestic demand. The lower value of the dollar bolstered 
competitiveness and stimulated manufacturing activity. Strong 
employment gains during the first half of 1987 pushed the U.S. jobless rate 
below six per cent for the first time in eight years. 


After five years of improving price performance, CPI inflation in the U.S. 
doubled from 1.9 per cent in 1986 to about 3.8 per cent in 1987 in response to 
increased energy and import costs. Inflation fears and tightening monetary 
policy by the Federal Reserve Board raised interest rates during the spring 
and late summer. 


After rapid increases in equity prices during most of 1987, the prospects of 
higher inflation and higher interest rates and the very high price-earnings 
ratios for equities contributed to the plunge in stock values around the 
world. In the U.S., the Dow Jones lost over 30 per cent of its peak value by 
the end of November. To restore confidence and stability, the Federal 
Reserve, in concert with other central banks, lowered interest rates sharply. 


Notwithstanding these policy responses, the stock market crash may have 
the effect of raising the personal savings rate by over one-half of a 
percentage point as households reduce spending. This could reduce 
consumer spending by $20 to $27 billion in 1988. 


On net, the major drop in equity values has lowered most forecasts of U.S. 
growth in 1988. The crash has cut forecast growth by slightly more than 0.5 
percentage points. 


The stock market crash has focussed renewed attention on U.S. fiscal policy. 
U.S. fiscal policy will become more restrictive in 1988 as a result of efforts to 
narrow the federal budgetary gap. The recent accord between the Congress 
and the Administration is expected to lower the federal budget deficit by an 
estimated $30 billion in fiscal 1988 and $46 billion in fiscal 1989. 


Moderate growth should continue in 1988, reflecting the stimulative impact 
of the improving real trade balance and lower interest rates. Real GNP 
should post a 2.6 per cent gain in 1987, moderating to 2.3 per cent in 1988. 


Since 1980, U.S. economic policies have resulted in both large and persistent 
federal budget and international payments deficits. As shown in the 
accompanying graph, large-scale American deficits have been balanced by 
surpluses in West Germany and Japan. The result has strained the world 
trading system leading to dramatic increases in U.S. international 
indebtedness and highly volatile international exchange rates. 


CURRENT-ACCOUNT IMBALANCES 
(As Per Cent of GNP) 


-6 


1980 1981 1982 1983 1984 1985 1986 1987* 1988* 


* Forecast 
Source: O.E.C.D. 


The current account deficit may result in an even further depreciation of 
the U.S. dollar in relation to the yen and the deutschemark. This 
emphasizes the need for additional efforts to harmonize monetary and fiscal 
policies. The United States has called for West Germany and Japan to 
stimulate their economies. Other countries point to the destabilizing effects 
of the U.S. budget deficit and the need to reduce that deficit. 


Moderate growth is projected to occur in the other major industrial 
countries. For 1988, the OECD forecasts that Japan’s real GDP will grow by 
2.0 per cent. The West German and U.K. economies will expand by 2.0 per 
cent and 2.3 per cent respectively. Continued expansion of the world 
economy will be essential for resolving major international imbalances, 
including the U.S. trade deficit and third-world debt. 


Next June’s G-7 meeting in Toronto will provide a further opportunity to 
consider coordinated international measures to address these economic 
imbalances. 


Rest of Canada 


The economic performance of the other provinces has an important bearing 
on the Ontario outlook. Interprovincial exports of goods and services 
account for approximately 16 per cent of Ontario’s Gross Domestic Product. 


The Canadian economy has rebounded sharply from its flat performance 
over the last half of 1986. Growth in the first half of 1987 was supported by 
strong gains in consumer and business spending and in residential 
construction. 


While Ontario and Quebec have made a major contribution to national 
growth this year, there is increasing evidence that the current expansion 
has broadened beyond Central Canada. A key factor in the surging pace of 
national economic growth has been a recovery of commodity prices, 
particularly for metals and forest products. As a result, the outlook for the 
resource-sensitive economies of Eastern and Western Canada has become 
more favourable. 


e The momentum achieved during the first half of 1987 will sustain the 
expansion over the balance of the year and in 1988. Real GDP in Canada 
will advance 3.6 per cent this year and 2.5 per cent in 1988. 


PROVINCIAL EMPLOYMENT GROWTH 
(OCTOBER 1987 / DECEMBER 1986 ) 
To 
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Source: Statistics Canada 


The marked turnaround in Canada’s economic performance in 1987 is 
reflected in a steady improvement in the unemployment rate. Canada’s 
unemployment rate has declined from a seasonally-adjusted rate of 9.7 per 
cent in January to 8.4 per cent in October, the lowest rate since 1981. The 
seasonally-adjusted unemployment rate for the rest of Canada has fallen 
sharply from 11.6 per cent in January to 10.1 per cent in October. 


e On an average annual basis, Canada’s unemployment rate should 
decline from 9.0 per cent in 1987 to 8.7 per cent in 1988. 


Financial Markets 


Central bank policy prior to the stock market downturn had been targetted 
toward arresting inflationary pressures in the economy. The upward trend 
in the Bank rate between April and September, in the face of a 
strengthening Canada-US. exchange rate, signalled a shift in the focus of 
monetary policy from exchange rate stabilization to moderating domestic 
inflation. 


However, the October downturn in world stock markets has led to a sudden 
decline in interest rates. The sharp 157 basis point reduction in the Bank 
rate was a timely response by the Bank of Canada to inject liquidity into the 
financial system to avoid major financial failures potentially created by 
plunging share values. 


TSE 300 and BANK RATE, 1987 


TSE 300 Bank Rate 
(1975 = 1000) % 
4,400 10.0 


4,000 Bank Rate 9.0 


3,600 8.0 
3,200 7.0 
2,800 6.0 
2,400 5.0 


* End of Month. 
Source: Bank of Canada. 


The recent collapse in stock values and the reduced abilities of firms to raise 
equity financing will have a negative impact on both consumer and business 
spending. For example, the market crash has led to a roughly $70 billion 
reduction in household wealth in Canada. The effect of this may be to raise 
savings rates as households attempt to restore gradually their wealth. This 
lowers current consumption. Some estimates suggest that for every dollar of 
reduction in wealth, consumer spending is reduced by 4 to 5 cents. This 
would imply a reduction of consumption of between $2.8 billion and $3.5 
billion in Canada. There is an additional negative effect of an increase in 
economic uncertainty on consumer confidence. 


While these factors will moderate growth, the underlying momentum of the 
economy is considerable. (These issues are discussed further in Sources of 
Growth, pages 9-13.) Moreover, the general economic effects of the drop in 
stock prices have been counter-balanced by interest rate and exchange rate 
declines. 


As the expansion continues in the Canadian economy, inflation will remain 
a concern for monetary policy. With the Canadian inflation rate remaining 
high, Treasury Bill interest rates are expected to rise around 100-200 basis 
points from current levels. The prime lending rate could return to its pre- 
October level by the middle of 1988 and rise marginally over the balance of 
the year. 


CANADA - U.S. INTEREST RATE AND CPI DIFFERENTIAL, 1987 


T - Bill Spread CPI Spread 
(Basis Points) (Percentage Points) 


Treasury Bill Spread 


CPI Spread 
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Source: U.S. Department of Labour, Statistics Canada, Bank of Canada 
and Ontario Ministry of Treasury and Economics. 


A wide Canada-U.S. interest rate spread, averaging near 200 basis points, 
and further improvement in commodity prices will support the Canadian 
dollar in the 75-77 cents U.S. range during 1988. Despite its relative 
strength against the U.S. currency, the Canadian dollar will continue to 
depreciate against most major overseas currencies throughout 1988. 


Energy Prices 


Ontario’s import bill for oil and natural gas is expected to be $7.0 billion in 
1987, a modest increase from 1986. The price of oil delivered to Ontario 
refiners is expected to average about $19 U.S. per barrel this year. 


Uncertainty in world oil markets is expected to continue through 1988. The 
primary sources of instability are the Persian Gulf war and continued 
pressures on OPEC members to exceed current production guidelines. On 
balance, delivered oil prices should remain in the $19 U.S. per barrel range 
in 1988. 


e The supply of crude oil will remain fairly constant, as both OPEC and 
non-OPEC producers will avoid major changes to existing production 
levels. 


e While the major industrial economies will continue to grow, the 
associated growth in crude oil demand will be modest and will not have a 
major influence on crude prices. 


Sources of Growth: 1987-1988 


Forecast Overview 


Domestic demand will remain the primary source of economic growth in the 
province in 1988. Nevertheless, growth in demand will weaken, most 
notably in consumer spending and housing. Investment growth is also 
expected to moderate, especially manufacturing investment. Overall, 
however, investment spending should remain a source of strength in the 
economy. The trade sector, which exerted a major drag on the economy in 
1987, will show a small improvement. 


Consumer Demand 


Robust growth in personal income and a decline in the savings rate to a 
15-year low have fuelled strong consumer spending throughout 1987. 
Consumption is expected to play a less prominent role in economic growth in 
1988. An increase in the personal savings rate and slower employment 
growth will lead to more modest growth in personal expenditures. 


e Growth in real consumption is forecast to decelerate from 4.1 per cent in 
1987 to 2.4 per cent in 1988. 


GROWTH IN REAL ONTARIO CONSUMER EXPENDITURE BY TYPE 
% 
10 


me Durables 


8 Semi-Durables 


Non-Durables 


6 ee Services 


1986 1987* 


* First two quarters of 1987 only. 
Source: Ontario Ministry of Treasury and Economics. 


Spending on services will outpace expenditures on goods. Demand for 
consumer durables is expected to grow more slowly in 1988, after posting 
strong growth in 1986 and 1987. Much of the recent strength in durables 
has been related to the housing boom which is expected to taper off in 1988. 
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GROWTH IN REALCONSUMPTION AND SAVINGS RATE 
% Growth in Consumption & PDI Savings Rate % 
10 


he Real Consumption [£2] Real PDI ** 


Savings Rate 


0 
1985 1986 1987* 1988* 


* Forecast 
** Personal Disposable Income 
Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


Over the last several years, consumer spending increases have outpaced 
income growth, driving down the personal savings rate. The savings rate is 
expected to rise in 1988 as consumers adopt a more cautious spending 
stance. 


e Some households suffered a reduction in their net wealth as a result of 
the stock market crash and will shave their spending in 1988. However, 
the impact on consumer spending in Ontario should be less than the 
impact in the United States, as a somewhat smaller percentage of wealth 
in this country is held in the form of corporate equity. 


e The impact of the stock market crash on employment and income in the 
financial services industry could have a more pronounced effect on 
Toronto because of the industry concentration in that city. 


e The expected rise in interest rates will encourage a higher personal 
savings rate in 1988. 


e Personal income growth is expected to slow marginally from 7.7 per cent 
in 1987 to 7.4 per cent in 1988. 


Retail sales growth will moderate in line with slower growth in real 
consumption. Current dollar retail sales are expected to increase by 7.8 per 
cent in 1988, following an estimated 9.7 per cent gain in 1987. 


Housing Investment 


Residential investment is expected to continue at a high level in 1988. 
However, housing starts will be sharply down from 97,000 to 73,000. 


Ontario has experienced two years of very strong growth with residential 
investment expenditures increasing by 33.5 per cent in 1986 and by an 
estimated 29.7 per cent in 1987. Residential investment spending is forecast 
to rise by 9.7 per cent in 1988 as housing starts decline to a more sustainable 
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level. Renovation activity will account for an increasing proportion of 
investment in residential construction as households increasingly upgrade 
their housing stock. 


A sharp rise in housing prices over the last two years and the attendant 
deterioration in affordability are typical of the later phase of a housing 
boom. Similar developments occurred near the end of the 1974 and 1981 
construction booms. 


e Average resale housing prices in Ontario increased by 25 per cent in 
1986 and by an additional 24 per cent over the first three quarters of 
1987. 


e Housing affordability has deteriorated and will dampen demand. A 
common barometer of affordability is the ratio of mortgage payments on 
newly acquired homes to gross family income. A steady rise in this ratio 
during the previous two housing booms contributed to an eventual 
slowdown in housing activity. During the current boom, carrying costs 
as a percentage of gross family income have risen substantially, from 
20.6 per cent in 1985 to an estimated 25.9 per cent in 1987. 


ONTARIO MORTGAGE PAYMENTS 


AS A PER CENT OF FAMILY INCOME 
% 
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* Estimate 
Note: Mortgages on newly acquired homes. 
Source: Canadian Real Estate Association, Statistics Canada and the Bank of Canada. 


e A steep rise in down payments has also contributed to a deterioration in 
housing affordability. Assuming a standard down payment of 25 per 
cent, the minimum outlay for purchasing a home in Ontario has risen 
from 51.6 per cent of average family income in 1985 to an estimated 69.7 
per cent in 1987. 


Business Investment 


Business investment in plant and equipment has been very strong in 
Ontario in 1987. Further gains are expected in 1988, although at a slower 
rate. These expected gains are the result of strong corporate profits, high 
rates of capacity utilization and continued sales growth. 
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Ontario’s corporate profits are expected to grow by almost 17 per cent in 
1987 and 12.4 per cent in 1988. Robust growth in the Canadian economy, 
strengthening commodity prices and continued cost-cutting measures have 
all been contributing factors. 


Steady increases in industrial production have boosted capacity utilization 
rates, which have risen substantially since the recession of 1981-82. 
Further increases in sales will spur more investment as businesses try to 
avoid production bottlenecks. 


e The overall capacity utilization rate for total non-farm goods-producing 
industries has climbed from a low of 69.5 per cent in the last quarter of 
1982 to 86.6 per cent in the second quarter of this year. 


e Such diverse manufacturers as the textile, paper, furniture, and non- 
metallic mineral industries are experiencing capacity utilization rates in 
excess of 90 per cent. 


Total business investment is forecast to increase from $25.9 billion in 1987 
to $27.9 billion in 1988. 


e Non-residential construction is expected to grow by 10.2 per cent in 1988, 
following a 16.7 per cent increase in 1987. 


e¢ Machinery and equipment spending will rise by 6.3 per cent in 1988, 
after an 11.8 per cent increase this year. 


e Investment spending will be strongest in the retail and wholesale trade 
and commercial services sectors of the economy. 


GROWTH IN NON-RESIDENTIAL GROWTH IN MACHINERY AND 
CONSTRUCTION % EQUIPMENT 


1986 1987* 1988* 1986 1987* 1988* 


* Forecast 
Source: Ontario Ministry of Treasury and Economics. 


External Trade 


In 1987, the trade sector has been a major source of weakness in the 
economy, partially offsetting the strength in domestic demand. While 
imports have been maintained by strong consumer and business spending, 
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export growth weakened noticeably as a result of falling auto exports. The 
decline in auto exports reflects a sluggish U.S. auto market and lengthy 
shutdowns in some Ontario auto plants for conversion to new models. 


e In nominal terms, exports are estimated to grow by less than one per cent 
this year, down sharply from 5.4 per cent last year. 


e Over the first eight months of the year, auto exports were down 7.8 per 
cent from last year’s pace. Total merchandise exports to the U.S. have 
declined by 5.2 per cent over the same period. 


e Merchandise exports to other countries have risen by 12.5 per cent over 
the first eight months of the year. 


e Imports are estimated to have grown by 2.1 per cent in 1987, compared to 
growth of 7.8 per cent last year. 


Exports to the United States will rise in 1988, although the increase will be 
limited by weak growth in that country’s economy. The depreciation of the 
Canadian dollar against most major world currencies will have a favourable 
effect on trade with other countries. Recent improvements in economic 
performance in Western Canada and the Atlantic provinces will provide a 
stimulus to Ontario’s interprovincial exports. 


e Since September 1985, the Canadian dollar has depreciated by 36.4 per 
cent against the yen, 33.5 per cent against the mark, 27.1 per cent 
against the franc, and 14 per cent against the pound. 


CANADIAN DOLLAR EXCHANGE RATES OF MAJOR CURRENCIES 
OCTOBER 1985 = 100 


1985 1986 1987 
Source: Bank of Canada. 


Ontario’s overall trade balance, including international and interprovincial 
trade, is expected to improve slightly in 1988 as nominal exports and 
imports grow at about the same pace. 

e Exports will increase by $5.1 billion to $110.7 billion in 1988. 


e Imports are forecast to reach $100.5 billion in 1988, up $4.6 billion from 
the level in 1987. 
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Labour Markets 


Introduction 


From 1982 to 1987, Ontario’s employment grew by over 630,000 people - an 
average annual growth rate of almost three per cent. This was a higher rate 
of growth than was achieved by any of the seven major industrial countries 
in the world. 


INTERNATIONAL COMPARISON OF EMPLOYMENT GROWTH 
1982 - 1987 


% Average 
Annual Growth 
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Source: O.E.C.D. and Statistics Canada. 


Forecast Overview 


The Ontario labour market is expected to continue to improve next year. 
Employment is forecast to increase by 105,000. This is down from an 
average of 146,000 new jobs this year. The unemployment rate is expected 
to average 5.8 per cent in 1988, down from a 6.2 per cent average in 1987. 


Ontario Labour Market Outlook Table 1 
1986 1987 1988 86/85 87/86 88/87 
(000s) (percentage growth) 
Labour Force 4,897 5,011 5,104 “3 23 1.9 
Employment 4,555 4,701 4,806 3.5 a2 232 
Job Creation 153 146 105 ~ - - 
Unemployment 342 310 298 - ~ _ 
Unemployment Rate (%) 7.0 6.2 5.8 - _ - 
Participation Rate (%) 68.5 68.8 69.1 - _ - 


Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 
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Labour Supply 


Ontario’s labour force will increase by 2.3 per cent this year and is forecast 
to slow to 1.9 per cent growth in 1988. Source population growth accounts 
for 80 per cent of the increase with participation rate increases accounting 
for the remainder. 


After reaching about 40,000 in 1986, net interprovincial migration is 
expected to moderate as growth in the Canadian economy becomes more 
regionally balanced. International migration, however, is expected to be 
higher than in the past few years. Overall, net migration to Ontario should 
add over 30,000 persons to the Ontario labour force in 1988. 


ONTARIO LABOUR FORCE GROWTH 


2 Participation Rate Changes 


Pa Source Population Growth 


1982 1983 1984 1985 1986 1987* 1988* 
* Forecast 
Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 
Ontario’s aggregate participation rate has risen continuously since 1983. 
The rise is accounted for by large increases in the participation of young 
people and adult women, partially offset by a decline in the participation of 
adult men. 


¢ Youth labour force participation rates increased by more than four 
percentage points between 1982 and 1987. The gain was almost entirely 
the result of increased part-time participation by full-time students. 


e The participation rate of women aged 25 and over rose from 52.6 per cent 
in 1982 to over 56 per cent in 1987. Women with children less than six 
years of age accounted for most of the increase. 


e The participation rate of adult men dropped about two percentage points 
between 1982 and 1987 due to a decline in older workers’ labour force 
participation. The participation rate of men aged 55 to 64 fell from 78.6 
per cent in 1982 to about 70 per cent in 1987. 
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Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


These trends are expected to continue through 1988. Asa result, women’s 
share of the labour force is expected to rise to about 45 per cent in 1988, up 
from 41.8 per cent in 1980. 


Labour Demand 


Employment growth is expected to slow from 3.2 per cent in 1987 to 2.2 per 
cent in 1988. Job creation will moderate from 146,000 to 105,000. 


Part-time employment in Ontario grew much faster than full-time 
employment during the recession. However, since 1984 full-time 
employment has grown faster than part-time employment. Since 1982, over 
80 per cent of the jobs created in Ontario have been full time, mostly in 
managerial and professional occupations. Of the 139,000 new jobs created 
in the first ten months of this year, 78,000 were managerial and 
professional positions and 38,000 were service, sales and clerical positions. 


ONTARIO FULL-TIME AND PART-TIME EMPLOYMENT GROWTH 
% 
10 


Full-Time 


Part-Time 


-6 
1981 1982 1983 1984 1985 1986 1987* 


* Includes January to October 1987 only. 
Source: Statistics Canada. 
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Full-time employment will continue to grow at a faster pace than part-time 
employment in 1988. Part-time work is expected to account for about 15 per 
cent of employment in 1988. 


The private sector, which created over 85 per cent of the new jobs between 
1982 and 1987, will continue to dominate job creation in 1988. Within the 
private sector, the rapid growth in self-employment peaked in 1985; self- 
employment in 1985 was 13 per cent of total employment. Since 1985, this 
growth has slowed and is expected to remain moderate in 1988. 


Unemployment 


The unemployment rate is forecast to average 5.8 per cent in 1988. This 
would be the lowest rate since 1974. 


Ontario’s youth unemployment rate averaged close to 10 per cent in 1987, 
down from 17.8 per cent in 1983. The youth share of total unemployment 
has fallen from a peak of 46.8 per cent in 1981 to less than 35 per cent in 
1987. This largely reflects the decrease in the youth population. There has 
also been a significant narrowing in the traditional gap between youth and 
adult unemployment rates. Youth unemployment is forecast to decline 
further in 1988. 


ONTARIO YOUTH UNEMPLOYMENT 
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* Includes January to October 1987 only. 
Source: Statistics Canada. 


In spite of the overall strength of Ontario’s labour market, the number of 
long-term unemployed is still significantly higher than at the beginning of 
the decade. In the first ten months of 1987, workers who were unemployed 
for more than six months represented 17.2 per cent of total unemployment, 
compared to 13.8 per cent in 1980. 
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ONTARIO LONG-TERM UNEMPLOYMENT 
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* Includes January to October 1987 only. 
Source: Statistics Canada. 


Wage Settlements 


Real earnings per worker are expected to show little growth in 1988. This is 
despite tighter labour markets, particularly in the Metropolitan Toronto 
area. 


Through the first three quarters of 1987, Ontario wage settlements, while 
above 1986 levels, have remained moderate. Ontario settlements still 
exceed settlements at the national level. 


e In Ontario, collective bargaining settlements averaged 4.3 per cent in 
1986. In the first three quarters of 1987, they averaged 4.6 per cent. 


e Wage gains for Canada have been lower than wage gains in Ontario due 
to Ontario’s tighter labour markets. Settlements in 1986 averaged 3.4 
per cent across Canada. In the first three quarters of 1987, Canadian 
settlements increased by an average of four per cent. 


e Private sector wage settlements have generally been below public sector 
settlements. In the first three quarters of 1987, Canadian settlements in 
the private and public sectors averaged 3.4 per cent and 4.1 per cent, 
respectively. In Ontario, settlements averaged 4.3 per cent for the 
private sector and 4.8 per cent for the public sector during the same 
period. 
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WAGE SETTLEMENTS 
(OVER 500 EMPLOYEES) 


bee, Ontario 


Canada 


1982 1983 1984 1985 1986 1987* 


* Includes January to September only. 
Source: Labour Canada. 


Ontario wage settlements are expected to increase roughly in line with 
inflation next year. 


Non-Wage Compensation 


Non-wage compensation is an increasingly significant component of total 
compensation. Included in non-wage compensation are wage-related costs 
such as holidays, vacations and paid leave, as well as costs associated with 
health, pension, and other benefits. Mandatory employer payments for 
unemployment insurance premiums, CPP contributions, and workers’ 
compensation are also important labour cost items. 


Although total non-wage compensation is difficult to measure, the evidence 
suggests that it is growing faster than total labour income. For example, 
mandatory employer payments, contributions to private pensions, and 
health benefits have risen steadily as a proportion of labour income in 
Ontario. They reached 9.5 per cent in the first half of 1987 compared to 8.6 
per cent in 1982. This trend is expected to continue. 


Inflation 


Canada 


The past year has seen a gradual increase in inflation. Consumer price 
inflation in Canada was running at 4.4 per cent for the first ten months of 
1987, up from the 1986 average of 4.1 per cent. Canada’s consumer price 
inflation is expected to rise by 4.6 per cent in 1988, up from 4.4 per cent this 
year. 
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Several factors will lead to slightly higher inflation next year. 


e Higher U.S. inflation and the depreciation of the Canadian dollar against 
most major overseas currencies will put upward pressure on import 
prices. 


e Oil prices have stabilized after a sharp decline in 1986 and will no longer 
have a deflationary impact. The price of oil delivered to Ontario is 
expected to remain around $19.00 U.S. per barrel. 


e Other raw material prices are rising. Non-ferrous metal prices have 
risen by 9.9 per cent in the ten-month period ending in October 1987, 
while wood product prices were up 10.6 per cent. Further commodity 
price increases are expected as industrial demand continues to reduce 
world inventories. 


e The broadening of the current expansion to the more resource-dependent 
provinces is resulting in tighter national labour markets. This will 
contribute to higher wage gains. 


e Rate changes and base broadening of federal sales taxes scheduled to 
take effect on January 1, 1988 will put upward pressure on the Canadian 
CPI inflation rate. 


The gap between the Canada and U.S. CPI inflation rates has narrowed 
steadily over the course of the year. In October, Canada’s CPI inflation fell 
below the U.S. rate for the first time since December 1984. Canada’s 
inflation rate is expected to be marginally higher than the U.S. rate in 1988. 


Ontario 


Since 1983, Ontario’s consumer price inflation has been above the national 
rate. This trend has continued over the first ten months of this year, largely 
as a result of more rapid increases in housing prices. Ontario consumer 
price inflation is expected to average 5.1 per cent this year. 


As house price increases moderate next year, Ontario’s consumer price 
inflation will closely track the national rate. Ontario consumer prices are 
expected to increase by 4.7 per cent in 1988. 


e Driven by a sharp rise in the cost of owner accommodation, the housing 
component of Ontario consumer prices rose by 5.6 per cent over the first 
ten months of the year, compared to a 3.9 per cent increase in Canada. 
The rise in housing costs accounted for 42 per cent of the overall increase 
in Ontario consumer price inflation and 89 per cent of the difference with 
Canada. 


e Tighter labour markets have contributed to higher wage gains in 
Ontario relative to Canada. 


Within Ontario, there is a considerable divergence in inflation between 
different cities. Inflation has been highest in Toronto, largely as a result of 
more rapid increases in house prices. 
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e The Toronto Consumer Price Index rose by 5.8 per cent over the first ten 
months of 1987. The housing price index rose by 7.1 per cent and 
accounted for 47 per cent of the increase in the Toronto Consumer Price 
Index. The stock market crash may have a dampening effect in 1988. 


e Ottawa and Thunder Bay had much lower rates of overall inflation, at 
4.0 and 3.2 per cent respectively. The housing component rose by only 
3.0 per cent in Ottawa and by 1.5 per cent in Thunder Bay. 


CANADA AND ONTARIO CPI INFLATION 


= Canada a | Ontario 


1983 1984 1985 1986 1987* 1988* 


* Forecast 
Source: Statistics Canada and the Ontario Ministry of Treasury and Economics. 
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Medium-Term Outlook and Issues: 1989-1991 


The medium-term outlook provides a projection of the performance of the 
Ontario economy during the 1989-1991 period. It is important to note that 
these projections do not necessarily imply targets for the economy; nor are 
they to be regarded as necessarily an acceptable economic performance. 


Forecast Overview 


There are several key assumptions that underlie the base case projection. 


e The U.S. slows significantly in 1989, but not sufficiently to push the 
Canadian economy into recession. 

e Steady improvement in the U.S. budgetary and trade deficits, coupled 
with stimulative policies in West Germany and Japan, sustain the global 
expansion. 

e Wage and price inflation is contained to around five per cent. 

e Energy prices increase in line with general inflation. 

e The Canadian dollar remains below 80 cents U.S. over the forecast 


period. 


The following table summarizes the forecast for 1989-1991. The forecast is 
for continued, but slower growth over the period. Economic growth is weak 
in 1989, followed by stronger growth in subsequent years. The average is 
2.5 per cent per annum for the period. The accompanying graphs compare 
this forecast performance with preceding periods. 


The Ontario Economy: 1989-1991 Table 2 
(Annual Average) 

Base Case 
Real Growth (%) yas 
Inflation (%) 5.0 
Job Creation (000s) 87 
Unemployment Rate in 1991 (%) 5.6 


Source: Ontario Ministry of Treasury and Economics. 
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ONTARIO’S MEDIUM-TERM OUTLOOK 


REAL GROWTH INFLATION 
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* Forecast 
** Canadian inflation as pre-1980 data for Ontario are not available. 
Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 
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Key Factors 
U.S. Economy and World Economy 


Over the forecast period, the U.S. is projected to achieve moderate growth 
averaging 1.9 per cent annually. Joint efforts by Congress and the 
Administration to reduce the federal budget deficit cause the U.S. economic 
expansion to slow sharply in 1989. The economy recovers in subsequent 
years. The large depreciation of the U.S. dollar since 1985 sets the stage for 
a gradual improvement in the trade balance that is sustained throughout 
the forecast period. 


Modestly stimulative fiscal action is taken in Western Europe and Japan. 
This partially compensates for fiscal restraint in the United States. As well, 
a favourable Canadian dollar exchange rate in overseas currencies provides 
export opportunities in other foreign markets as well asin the U.S. market. 


Canadian Economy 


The Canadian economy will continue to expand over the medium term, 
growing at a 2.4 per cent average annual rate over the period. Steady, but 
modest, increases in commodity prices will benefit the resource-based 
economies of Western and Eastern Canada, resulting in more regionally 
balanced growth. 


The forecast assumes implementation of stage I of tax reform. The planned 
reform of the tax system will have a modest stimulative impact on economic 
growth, mainly through the effect of lower personal income taxes on 
personal consumption. 


Financial Markets 


Interest rates peak in 1989 as inflation drifts up over five per cent. A 
moderating inflation rate permits some softening in interest rates in 1990 
and 1991. The Canadian dollar benefits from an improvement in Canada’s 
terms of trade and from wide Canada-U.S. interest rate spreads, 
appreciating to 79 cents U.S. by 1991. 


Oil Prices 


Oil prices are expected to be relatively stable in real terms over the medium 
term, despite the pressure of considerable uncertainties within OPEC. This 
will provide a positive climate for investment in petroleum exploration and 
development. As a result, the economies of the oil and gas producing 
provinces will benefit, as will Ontario’s energy-supplier industries. 


Sources of Growth 


Business spending and exports are expected to play a leading role in 
economic growth over the medium term, supplanting the role of housing and 
consumer spending in recent years. Investment spending will be sustained 
by continued growth in final sales, high rates of capacity utilization and 
healthy gains in corporate profits. 
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Over the earlier phase of the current expansion, a rapid decline in the 
savings rate permitted real consumption to grow at a significantly quicker 
pace than real disposable income. The attendant run-up in consumer debt, 
coupled with higher interest rates over the forecast period, will reverse this 
trend. 


Over the medium term, real consumer spending growth will lag behind 
income gains as the savings rate inches up from its 1987 trough. Tax reform 
will provide a temporary stimulus to consumer spending in 1989. However, 
the impact of a higher savings rate will limit growth in consumer spending 
in 1990 and 1991. 


Slower household formation and the increased price of housing will dampen 
housing demand relative to the 1986-1987 boom. Housing starts are 
projected to average 70,000-75,000 units per year. 


The trade sector will recover after 1989, with net exports playing a larger 
role in economic growth in 1990 and 1991. Export gains will be limited in 
1989 by a weaker U.S. economy, but will pick up in the following years. 
Import growth will slow through the medium term, in line with more 
moderate gains in domestic demand. 


Employment, Productivity and Inflation 


Employment and Labour Force 


The Ontario economy is projected to generate 87,000 jobs per year over the 
1989-1991 period. Employment is expected to grow at an average annual 
rate of 1.8 per cent. The labour force is expected to grow at a 1.7 per cent 
average annual rate. The unemployment rate declines gradually to 5.6 per 
cent in 1991. 


Growth of the labour force will slow over the forecast period. This reflects a 
slowdown in the growth of the over-15 population, only partially offset by a 
higher participation rate. 


Productivity 


Productivity growth is a crucial factor for the province’s medium-term 
economic prospects, affecting international competitiveness, job creation 
and real income growth. Productivity is expected to grow at close to its 
current rate, following very rapid growth during the early phase of this 
cyclical recovery. The projected 0.7 per cent average annual increase in 
output per employee over the medium term compares very favourably with 
performance during the late 1970s. Relatively strong productivity growth 
over this period will be supported by: 


e stable real energy prices; 
® moderate inflation; 
e recent strong capital formation; and 


e maturing of the labour force. 
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ONTARIO PRODUCTIVITY PERFORMANCE 
(Compound Annual Growth Rates) 


1977-1981 1982-1986 1987-1988* 1989-1991* 
* Forecast 
Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 
Inflation 


Consumer price inflation is expected to average five per cent over the 1989- 
1991 period. Inflation peaks in 1989, partly in response to stage one 
increases in the federal sales tax. Following slower growth in 1989, 
inflation moderates in 1990 and 1991. 


Alternative Scenario: Impact of a 1989 U.S. Recession 


All forecasts are contingent on certain assumptions. Because Ontario has 
an open economy highly dependent on trade, the key assumptions for 
Ontario concern external factors. The base case, outlined earlier, presumes 
a generally supportive international economic environment, particularly 
with respect to the U.S. economy. This section provides an alternative 
medium-term projection of the Ontario economy based on a less favourable 
assumption about the performance of the U.S. economy. 


In this scenario, U.S. domestic consumption continues to grow strongly in 
1988. Asa result, the U.S. trade deficit shows no improvement, leading to 
continued depreciation in the U.S. dollar. The falling dollar discourages 
foreign capital flows needed to finance U.S. trade and budget deficits. The 
dollar decline also adds renewed inflation concerns. The Federal Reserve 
Board tightens monetary policy. In 1989, fiscal policy turns restrictive in 
order to reduce the budget deficit. These restrictive policies lead the U.S. 
economy into a recession in 1989. 


In this scenario, the downturn in the U.S. economy leads to no growth in the 
Ontario economy in 1989. Initially, the impact of a U.S. recession is felt in 
Ontario export sectors such as autos, resource-based commodities and 
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capital goods oriented to U.S. markets. Lower employment and income in 
the export sectors in turn weaken domestic demand. 


The Ontario economy recovers in 1990, in step with a rebound in the U.S. 
economy. The expansion of real output and employment continues in 1991. 


eS SSS 
The 1989-1991 Ontario Economy: Alternative Scenario Table 3 


(Annual averages) 


Base Case Recession Case 
Real Growth (%) 2.5 1.9 
Inflation (%) 5.0 4.2 
Job Creation (000s) 87 78 
Unemployment Rate in 1991 (%) 5.6 6.0 


Source: Ontario Ministry of Treasury and Economics 


e Job creation falls sharply in 1989 before recovering to average 100,000 
over 1990 and 1991. It averages 78,000 over the period. 


e The unemployment rate rises by almost a percentage point to 6.7 per cent 
in 1989. The impact of weaker job creation on the unemployment rate is 
partially offset by slower labour force growth. A recovery in employment 
growth pushes the unemployment rate down to six per cent by 1991. 


e Slower economic growth and higher unemployment contribute to lower 
inflation than in the base case. Over the 1989-1991 period, Ontario 
consumer prices rise at an average 4.2 per cent annual rate. 


Tax Reform: Stage I 


The medium-term forecast incorporates the economic impact of the first 
stage of tax reform announced by the federal government last June. These 
measures will reduce personal income tax revenues. These losses are offset 
by raising corporate income tax revenue and increasing federal sales tax 
revenues through broadening the tax base. Corporate tax rates will be 
reduced but the base will be broadened by a number of measures, including 
curtailed capital cost allowances. 


The net effect of stage one of tax reform on the Ontario economy will be 
marginally positive. By 1991, real output is 0.3 per cent higher than would 
have occurred without tax reform. Consumer spending is stimulated by 
higher disposable income growth. Business investment Spending is lower, 
due mainly to reduced depreciation allowances. Various sales tax increases 
will put upward pressure on consumer prices in the short-run, but this effect 
gradually diminishes. 


e The simulation results in Table 4 reflect the assumption that the final 
reform package is as announced by the Minister of Finance in June, 
1987. In this regard, Ontario has suggested changes in the proposed 
reforms of, amongst other things, the capital cost allowance, put-in-use 
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rules for capital investment and the incentives for research and 
development spending by some corporations. 


Economic Impact on Ontario of Tax Reform, Stage One Table 4 
(Per cent change from no Tax Reform Case) 

1988 1989 1990 1991 
Real Output 0.0 a2 0.3 0.3 
Consumption 0.1 0.9 1.3 | Be 
Business Investment -0.4 -0.8 -1.0 -1.3 


CPI Inflation Rate* G3 0-2 0.1 0.0 


Source: Ontario Ministry of Treasury and Economics. 
Change in percentage points 


* 


The medium-term outlook does not incorporate the proposed second stage of 
tax reform which may introduce a new broadly-based national sales tax. 
The design and timing of changes in the second stage are yet to be 
determined. 


Canada-U.S. Trade and Investment Agreement 


A single quantitative estimate of the macroeconomic impact of the proposed 
Canada-U.S. trade and investment agreement is not possible. The proposed 
deal covers many areas and issues — for example, from tariffs to investment, 
to energy, to services, to procurement, to agriculture, and to dispute 
settlement. Most, if not all, do not lend themselves to summary arithmetic 
evaluations. There are issues of the balance of Canadian versus U.S. gains 
in the deal. Many argue that Canada has made fewer gains, and conversely 
faces higher costs, in the overall package of proposals. As well, in areas such 
as energy pricing, quantitative restrictions on exports and foreign 
investments, there are issues related to future flexibility to pursue regional 
and industrial development. 


Therefore, this section is not an overall assessment of the costs or the 
benefits of the proposed deal. Nor does this section review the pros and cons 
of each element of the package. Such an analysis would be much longer than 
can be offered here. 


This section does, however, make general references to the impacts of 
mutual Canada-U.S. tariff reductions and to the failure to enhance 
materially Canada’s “security of access” to the U.S. market. 


If passed into law, tariff reductions under the proposed Canada-U.S. trade 
agreement only begin, on a phased basis, in 1989. The relatively low 
average level of existing Canada-U.S. tariffs, the relatively modest amount 
of Canada-US. trade affected by tariffs, and the 10-year phased-in nature of 
the changes, imply that the overall impact in the forecast period to 1991 is 
likely to be very small in relation to the prospective growth of the economy. 


The reduction of Canadian tariffs will cause dislocation in some industries, 
for example food processing and household appliances. Nonetheless, 
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marginally lower prices for imported goods should lower consumer prices 
and modestly increase real incomes in Canada. The effect of this is to boost 
aggregate demand and stimulate industry in general. Phasing out US. 
tariffs on Canadian exports may provide a slight competitive boost to some 
Canadian industries in U.S. markets. The net effects of mutual tariff 
reduction will be very small, but marginally positive. This is not to imply, 
however, that the tariff reduction deal on its own merits was a favourable 
negotiation for Canada, given the relatively higher starting point for 
Canadian tariffs. Any adjustment costs can be expected to be much larger, 
both absolutely and relatively, in Canada than in the United States. This 
issue has not been addressed in the principles of the proposed deal. 


Any potential benefits of the overall deal would have been larger had the 
proposed agreement contained mechanisms which gave greater assurance 
against U.S. harassment of Canadian exports under the U.S. contingent 
protection laws. This would have given more “secure access”. Also, had the 
proposed agreement removed the export tax on softwood lumber and 
provided access to U.S. defence procurement, and to state and local 
government procurement, economic gains would have been larger. In this 
case Ontario and the rest of Canada could have anticipated some increases 
in investment spending. Productivity growth would have been higher over 
the medium term. Export earnings would have increased, permitting either 
a stronger Canadian dollar and/or lower Canadian interest rates. 


Population Growth 


Population growth and age structure have a strong influence on economic 
growth through their impact on labour supply, labour quality and savings 
rates. They also have an influence on the level and composition of domestic 
demand. 


The Ontario population is currently projected to reach 9.7 million in 1991 
and 10.7 million by 2006. The average annual rate of increase between 1986 
and 1991 will be just over one per cent, comparable to the average rate in the 
first half of the 1980s. The relative contribution of natural increase rises 
over the period to 1991, but then falls off considerably through the 1990s. 


Details of the projection were reported in the June 1987 Demographic 
Bulletin. Fertility rates are assumed to fluctuate in a narrow band around 
their current level; mortality rates are assumed to continue their slow, 
gradual decline; immigration is assumed to increase in line with federal 
policy targets; and recent gains from net interprovincial migration are 
assumed to taper off to average historic levels by the early 1990’s, as more 
balanced economic growth is achieved among the regions of Canada. 
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Over the next twenty years, Ontario’s population growth will continue to 
outstrip that of most industrial countries, and of most provinces. European 
countries and Japan will approach zero population growth. Ontario’s 
population is projected to grow at a 0.8 per cent average annual rate. 
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Large Industrial States: Comparative Performance 


In recent years, Ontario has had one of the strongest economic performances 
among large industrial jurisdictions in North America. The largest 
industrial states in the United States are California, New York, Ohio, 
Pennsylvania, Michigan, Texas, Illinois, North Carolina, New Jersey and 
Massachusetts. In 1986 these ten states accounted for 55 per cent of U.S. 
manufacturing employment and 53 per cent of total employment. 


EMPLOYMENT GROWTH 
1984-1987* 
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* Based on January to October employment. 

Source: Statistics Canada and D.R.I. 

Total employment growth for the average of the ten largest U.S. industrial 
states from 1984 to 1987 (January-October) was 7.1 per cent. The 
comparable rate for Ontario was 10.8 per cent. On an individual basis, 
Ontario’s total rate of job creation was surpassed by only two of the ten 
major industrial states. 


e Employment rose by 11.7 per cent in California and 11.6 per cent in 
North Carolina over the same period. 


e The employment level rose by only 3.0 per cent in Texas, reflecting the 
energy downturn. Massachusetts experienced only a 2.7 per cent gain in 
jobs, despite higher levels of defence spending and an expanding high 
technology base. 


Manufacturing enterprises employ over one million Ontario residents. Over 
90 per cent of Ontario’s exports in 1986 were produced by manufacturing 
enterprises. Therefore, strong performance in this sector has a large impact 
on the general performance of the Ontario economy. Comparative data on 
manufacturing employment growth reveal a strong relative performance in 
Ontario. Ontario manufacturing employment growth has exceeded that of 
every major industrial state in the United States. 
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e Manufacturing employment in Ontario expanded by 4.9 per cent between 
1984 and 1987 (January-September). Persons employed in 
manufacturing fell by an average 3.8 per cent in the ten largest U.S. 
industrial states over the same period, reflecting a net loss of 410,000 
jobs. 


MANUFACTURING EMPLOYMENT GROWTH* 
1984-1987 
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* Based on January to September employment. 
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Manufacturing Investment Climate 


International Competitiveness 


Exchange rate fluctuations can exert a substantial effect on international 
competitiveness. The Japanese yen and the West German mark have each 
appreciated almost 80 per cent against the U.S. and Canadian dollars over 
the past three years. Currencies of other European countries have 
appreciated against the North American currencies as well, albeit at a 
somewhat slower pace. 


This has resulted in improved competitiveness of Canadian manufacturing 
and dramatically reduced profitability of the Canadian and U.S. markets for 
Japanese and European exporters. Japanese exporters are reducing their 
emphasis on exports to North America, while intensifying their marketing 
efforts in Europe. At the same time, there is a growing trend for European 
and Japanese firms to shift towards direct investment in North America. In 
Ontario, direct investment has been particularly significant in the 
automotive assembly and parts industries. 
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APPRECIATION OF SELECTED CURRENCIES 
vs. CANADIAN DOLLAR 
1982-1987 
Index (1982 = 1.00) 
2.00 
1.85 


1.70 


GERMAN MARK 


95 U.S. DOLLAR 


1982 1983 1984 1985 1986 1987 1987 
(January) (November) 


Source: Bank of Canada and Bank of Montreal Treasury Group. 


As the graph below suggests, these movements in exchange rates have 
resulted in sharp increases in Japanese and German unit labour costs in 
manufacturing relative to Canada and the United States. 


MANUFACTURING UNIT LABOUR COSTS, SELECTED COUNTRIES 
1982-1986 ($U.S.) 


Index (1982 = 1.00) 
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Source: United States Bureau of Labor Statistics. 


Costs of production in Canadian manufacturing now compare favourably 
with both the United States and Japan in terms of total hourly 
compensation. This measure includes both money wages and fringe 
benefits. Recent data indicate that Canadian hourly compensation is 
distinctly lower in the transportation equipment, machinery, fabricated 
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metals and chemical industries, at prevailing exchange rates, than in both 
of the other countries. Indeed, for manufacturing industries as a whole, 
Canadian hourly labour compensation is roughly equivalent to that in 
Japan, and significantly lower than that in the U.S. 


Hourly Compensation for Selected Industries, Table 5 
Canada, U.S. and Japan 
(1986 Cdn. dollars, adjusted for Nov. 1987 exchange rates*) 


Industry Canada LS. Japan 
Transportation Equipment 18.18 24.35 19.67 
Electrical Products 14.30 17.50 13.90 
Textiles Lies6 11.63 11.19 
Fabricated Metals 14.58 17.71 15.53 
Machinery 15.89 18.98 17.88 
Chemicals 16.18 21.86 24.66 
Paper 19.96 20.26 16.48 
Total Manufacturing 15.35 17.43 15.65 
Relevant exchange rates are: 


$1 CDN = $0.758 USS. 
$1 CDN = 102 yen 
Source: United States Bureau of Labor Statistics. 


Ontario’s improved competitiveness has led to increases in employment. As 
shown in Table 6, since the recession, growth in manufacturing employment 
in Ontario has been significant relative to that in other countries. 


Change in Manufacturing Employment, Table 6 
Ontario and Selected Countries, 1986/1982 

(per cent) 

ONTARIO 7.5 
Japan 5.9 
United States Del 
Sweden -1.9 
W. Germany -2.4 
Norway -4.6 
United Kingdom -9.8 
Italy -9.9 
France -10.2 


Source: United States Bureau of Labor Statistics and Statistics Canada. 


Ontario manufacturing shipments to the U.S. have increased sharply 
during the 1980s, while shipments to the rest of Canada have not grown in 
proportion. This orientation has been particularly noticeable for 
transportation equipment, electrical products, furniture and primary metal 
industries. 
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In large part, Ontario’s increase in exports to the U.S. reflects exchange rate 
advantages and the upsurge in U.S. demand for autos built in Canada. Asa 
result of the steady decline in the Canadian dollar to approximately U.S. 
$0.75, wage rates in Ontario are generally lower than those in immediately 
adjacent states in the U.S. (e.g. Michigan) and competitive with lower wage 
states such as Georgia. Ontario companies enjoy other competitive 
advantages, including lower health costs and lower energy costs. 
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Monthly Electricity Costs for Industry, 1987 Table 7 


(Canadian dollars) 


California (Los Angeles) 32,652 
New York (New York City) 44,500 
Illinois (Chicago) o2015 
Massachusetts (Boston) 29,057 
Ontario (City of Toronto) 20,850 
Note: Relevant exchange rate is $1 CDN = $0.758 U.S. 


Based on industrial user with 400,000 Kw.h. demand and 1,000 Kw peak load. 
Source: Ontario Hydro. 
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Hourly Earnings for Selected Industries Table 8 


(1986 Cdn. dollars adjusted for 1987 exchange rates) 
United States 


Total 

Industry Ontario Michigan Georgia US. 
Transportation Equipment 14.30 19.82 Pizi 16.90 
Electrical Products 11.09 14.18 14.27 DAG: 
Textiles 10.45 . 8.94 9.14 
Fabricated Metals 11.31 16.66 11.75 13.05 
Machinery 12.31 17.08 12.90 13.97 
Chemicals 12.61 17.04 13.72 15.80 
Total Manufacturing 12.11 16.89 11.00 12.84 
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Notes: Relevant exchange rate is $1 CDN = $0.758 U.S. 
This table differs from Table 5 in that earnings include overtime but not fringe benefits. 
Source: United States Bureau of Labor Statistics and Statistics Canada. 
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Manufacturing Capacity Utilization 


Total manufacturing capacity utilization rose by one percentage point in the 
first quarter of 1987 to a rate of 86.8 per cent and continued at 86.7 per cent 
through the second quarter of this year. Non-durable goods industries 
displayed a higher overall utilization rate (90.7 per cent) than those 
producing durable goods (83.1 per cent). 


Several industries are approaching capacity constraints. In particular, the 
electrical products, non-metallic minerals, rubber and plastic, wood, 
furniture, textiles and petroleum industries are all running at more than 95 
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per cent of capacity. In contrast, the machinery and transportation 
equipment industries are operating at relatively low (less than 75 per cent) 
levels of capacity. 


CAPACITY UTILIZATION RATES IN CANADIAN MANUFACTURING, 
SECOND QUARTER 1987 


Percentage 


Rubber & Plastic ‘ 98.5 
Textiles 95.9 
Petroleum & Coal : 5 95.6 
Paper & Allied 
Food & Beverage 
Chemicals 
Clothing 

Leather 

Printing & Publ. @ 


Tobacco 


Total Non-durables 


Electrical Prod. 
Non-Met. Minerals 
Wood 
Furniture & Fixt. 
Fabricated Metal 
Primary Metals 
Transport. Equip. 
Machinery & Equip. 
Total Durables 


Total Manufacturing 


Source: Bank of Canada 


Manufacturing Investment Outlook 


In recent years, manufacturing investment increases have been largely 
attributable to the auto and steel industries. In 1987, investment growth 
has been less dramatic, but more broadly based among industries. This 
reflects continued growth in consumer demand, high capacity utilization 
rates, profit growth and continued competitive pressures to improve 
productivity through purchases of new machinery and equipment. 


For 1987, manufacturing sector investment should account for about one- 
third of Ontario’s total business investment. Within manufacturing, the 
largest share of investment ($2.4 billion) took place in the transportation 
equipment industry followed by primary metals, food and beverages, 
chemicals and electrical products. 
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Industries with substantial increases over last year’s investment levels 
include printing and publishing, wood, electrical products, paper and allied, 
and food and beverages. Declines occurred in the metal fabricating, textile 
and related, and primary metal industries. 
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Investment by Ontario Manufacturing Table 9 
Industries, 1986 and 1987 


1987 1987/1986 
Actual Intentions Share of Annual 
1986 1987 Total Change 
Industries $ Million $ Million % % 
Resource-based Industries 1,378.0 1,461.7 | af nsf 7.9 
Wood 07.5 81.7 1.0 42.1 
Paper and Allied 331.6 415.5 5.0 25.3 
Primary Metal 988.9 964.5 TST (Zt) 
Transportation Equipment 2,379.1 2,447.0 29.7 2.9 
Industrial Products 2,145.7 2,178.6 26.4 8.5 
Metal Fabricating 572.3 348.1 4.2 (39.2) 
Machinery 209.8 238.7 2.9 13.8 
Rubber and Plastics 230.7 253.0 Sa! 9.7 
Electrical Products 353.3 488.0 5.9 38.1 
Non-Metallic Minerals 182.1 200.3 2.4 10.0 
Chemicals & Petroleum 
Refining 597.5 650.5 eo 8.9 
Consumer Products 883.0 1,106.8 13.4 29.4 
Food, Beverages and Tobacco 516.1 644.9 7.8 25.0 
Textiles and Related 201.1 197.6 2.4 (hx?) 
Furniture and Fixtures 38.1 44.5 0.5 16.8 
Printing and Publishing 127.7 219.8 2 72.1 
Manufacturing Total* 7,761.5 8,245.5 100.0 6.2 
a Includes miscellaneous manufacturing and capital items charged to operating expenses. 


Source: Statistics Canada. 
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Following substantial average annual growth of 6.6 per cent over the period 
1982 to 1986, and a further 6.2 per cent increase in 1987, it is anticipated 
that manufacturing investment will increase by some 4.3 per cent per year 
over the forecast period 1988 to 1991. This slowdown reflects the expected 
slower overall economic growth in Canada and the United States and the 
completion of major projects in both the auto and steel industries. 


New capital investment by Ontario manufacturers will approach $10 billion 
by 1991. Competitive pressures to improve quality and reduce costs, as well 
as relatively stable interest rates, will help to encourage outlays for new 
equipment. 
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GROWTH IN ONTARIO MANUFACTURING INVESTMENT 
1982-1991 


Machinery Total 


% Annual Change A 
(Current Dollars) Ea Construction 


1982-1986 1987 1988-1991* 


* Forecast 
Source: Ontario Ministry of Treasury and Economics 


Sector Outlook 


Overview 


For the past five years, the economy has been expanding at a rapid rate, 
with growth concentrated in relatively few industries. Manufacturing 
growth averaged 4.4 per cent per year, with much of the impetus coming 
from extremely high growth in transportation equipment. Primary sector 
growth averaged 5.1 per cent, buoyed by rapid increases in gold mining. 


The outlook for the 1988-1991 period is for continuing but more moderate 
expansion in both the primary and manufacturing sectors (see Table 10). 
Growth is expected to be broadly based across most industries, reflecting 
recent high levels of investment spending and costs that have become more 
internationally competitive due to recent exchange rate changes. 


Primary and Manufacturing Sector Outlook for Ontario Table 10 
($1981) 


1986 Real Output 
Real Annual % Change 
Output 
Employment $Million 1987 1988-91 
Primary 159,437 6,050 6.0 1.9 
Manufacturing 950,834 38,369 ps 2.4 
Source: Conference Board of Canada, Statistics Canada and Ontario Ministry of Treasury and Economics. 


Forecasts in this section are based on the “base case” medium-term outlook. 


Primary Sector Outlook 


Ontario agriculture, mining and forestry are experiencing large increases in 
real output this year. This strong performance is expected to be followed by 
moderate increases in the next four years. 
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Primary Sector Outlook for Ontario Table 11 
($1981) 
1986 Real Output 
Real Annual % Change 
Output 

Employment $Million 1987 1988-91 
Primary 159,437 6,050 6.0 1.9 
Agriculture 128,000 3,114 6.4 1.9 
Mining 30,246 2,400 sie: 2.0 
Forestry and Fishing Lit oa AS 536 4.8 ug 
Source: Conference Board of Canada, Statistics Canada and Ontario Ministry of Treasury and Economics. 


Real prices of Ontario’s major resource commodities all declined during the 
early 1980s. The metals price index (nickel, gold, copper, and zinc) fell most 
sharply; but in 1986 metal prices began to strengthen dramatically. 
Similarly, the forest products price index (kraft pulp, newsprint, and 
lumber) began to recover strongly in 1986 and has now risen above its 1982 
level. Agricultural prices. have shown less resiliency. Grain prices, 
especially for corn, are worsening due to the U.S.-E.E.C. agricultural trade 
war and hog prices are experiencing a cyclical decline. 


PRICES OF ONTARIO RESOURCE COMMODITIES 
(1982 = 100) 


Forest Products 


Metals 


z Agricultural 
Products 


1982 1983 1984 1985 1986 1987 


Source: Ontario Ministry of Treasury and Economics. 
Agriculture 


Total production in Ontario agriculture is expected to grow at about six per 
cent this year reflecting both an excellent growing season and large 
buildups of cattle and hog inventories (not included in livestock receipts). 
Highlights include higher pork, poultry and beef production. Favourable 
growing conditions this year have increased 1987 output of most grains and 
oilseeds. 
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Over the period to 1991, total production will grow at a 1.9 per cent annual 
rate. Livestock marketings are expected to increase, particularly in 1988 
and 1989. Contraction in corn production, due to falling prices, will offset 
expected increases in soybean production for which prices are expected to 
remain more stable. This will primarily affect Southwestern Ontario where 
most cash cropping takes place. Specialty crops are expected to show 
significant growth due to a shift in acreage from more traditional crops with 
poor prospects. Nursery crops will continue to benefit from the recent 
growth in Ontario housing. Little growth in overall fruit and vegetable 
production is expected due to stiff import competition. Prospects for tobacco 
production are poor beyond 1989 when the current three-year agreement on 
crop size ends. 


Agricultural Outlook for Ontario Table 12 
Annual % Change 
1987 1988-91 

Total Livestock (Real Receipts) 1.1 1.8 

Total Crops (Real Receipts) 0.8 -0.3 

Total Intermediate Inputs (Real Operating Costs)” 1.0 -1.1 

Real Output ** 6.4 1.9 

¥ Includes expenses for machinery, fertilizer and lime, other crop and livestock inputs, repairs to 


buildings, gross farm rent and miscellaneous expenses. 


** Change in real output reflects changes in real receipts less real operating costs, adjusted for 
changes in inventories, government deficiency payments and income in kind. 


Source: Ontario Ministry of Treasury and Economics. 


Mining 

After several difficult years, conditions in the mining industry have shown 
dramatic improvement. Metal prices have strengthened substantially as 
worldwide supply and demand have come into better balance. Overall 
industry employment, after declining for many years, now appears to be 
stabilizing. Capital investment in 1987 is expected to exceed $731 million, a 
16.6 per cent increase over last year. This includes $149 million in general 
exploration expenditures, a 35.6 per cent increase over 1986. Most of this 
investment is related to precious metals, although two significant base 
metal deposits are also under exploration and development. 


Some two-thirds of Ontario’s mineral production is accounted for by five 
metals: nickel, gold, copper, uranium and zinc. Demand for nickel, copper 
and zinc has firmed up considerably, and with Ontario’s producers being 
among low to average cost producers, they should be able to maintain or 
expand production. Ontario gold production, after expanding nearly 50 per 
cent in 1986, is expected to show further but more modest increases over the 
forecast period. Most of Ontario’s uranium production is under long-term 
contracts with Ontario Hydro and foreign utilities that ensure more or less 
stable output levels for the next several years. 
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Forestry 


Logging activity has been strong in recent years. Wood harvests are 
expected to show a four per cent increase this year, reflecting higher demand 
by pulp mills which consume some 70 per cent of the wood harvested in 
Ontario. There will also be steady demand by other wood-using industries 
such as sawmills. However, harvests are expected to slacken somewhat in 
1988, mainly as a result of a reduction in sawmilling activity. Forest 
regeneration activities are expected to continue to expand. 


Manufacturing Sector Outlook 


As the current economic expansion has matured, growth has become more 
broadly based across the manufacturing sector. This more balanced pattern 
of growth is expected to continue, but at a slower pace. The details are 
shown in Table 13. 
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Manufacturing Outlook for Ontario Table 13 


($1981) 
1986 Real Output 
Real Annual % Change 
Output 
Employment $Million 1987 1988-91 

Manufacturing 950,834 38,369 222. 2.4 
Resource-based Industries 131,111 6,006 5.2 1.9 
Transportation Equipment 141,884 7,002 (8.0) 343 
Industrial Products 3805372 14,821 4.7 243 
Consumer Products 297,467 10,541 4.1 2.2 
Source: Conference Board of Canada, Statistics Canada and Ontario Ministry of Treasury and Economics. 


Resource-based Manufacturing 


In 1987, strong increases in real output are being achieved in the resource- 
based manufacturing industries, with more modest growth expected in 
following years. The success of Ontario’s pulp and paper, wood products and 
primary metal industries depends to a large extent on world market 
conditions. 


Strong North American demand has led to a record level of pulp and paper 
production in Ontario. This, coupled with increased prices, has resulted in 
substantially improved profits. The current boom is expected to extend 
through 1988 before slowing down. Longer-term projections of two to three 
per cent annual growth in world demand, and the availability of surplus 
forest resources in some parts of the province, suggest opportunities for 
expansion. Two companies are currently undertaking upgrading and 
expansion involving $530 million. 


Wood products production is also at a high level, owing to buoyant 
residential construction and renovation markets. Output is expected to 
decline by 1989 as residential construction returns to more moderate levels 
during the forecast period. 
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Ontario’s steel industry has been relatively successful compared to its 
counterparts in the U.S. and other O.E.C.D. countries. Ontario steel 
production in 1987 is expected to have grown five per cent over last year. 
Mills have also made substantial capital investments -- $4 billion since 1980 
-- to reduce costs and improve product quality. Overall prospects for the 
1988-91 period remain good. The improved climate for energy-related 
investment will be of particular benefit to producers of steel pipe and tube 
such as Algoma Steel. 


Transportation Equipment 


During 1987, the Ontario transportation equipment industry experienced a 
decline in output. In the first ten months of the year, Canadian vehicle 
production declined by 15.7 per cent, mainly due to lengthy shutdowns for 
plant conversions and slower than anticipated production start-ups at the 
new GM-10 car plant and the GMT-400 truck plant in Oshawa. For the rest 
of 1987, output will be further weakened by the elimination of one of two 
shifts at GM’s #1 car plant in Oshawa. This plant is scheduled for 
changeover to GM-10 production in 1988. It also appears that an expected 
boost to production from Chrysler’s new Bramalea plant (acquired from 
AMC) will be further delayed owing to start-up difficulties. 


The outlook for the transportation equipment sector is dominated by the 
outlook for the auto industry which accounts for 85 per cent of 
transportation equipment shipments and employment. In turn, the outlook 
for the Ontario auto industry is primarily dependent on U.S. market 
conditions and the relative competitiveness of Ontario’s industry vis-a-vis 
the U.S. and other countries, particularly Japan. 


In 1986, Ontario accounted for 13 per cent of North American motor vehicle 
assembly capacity and exported 83 per cent of its production of motor 
vehicles (cars, trucks, and vans) to the U.S. 


After four years of growth, culminating with a record sales level in 1986, 
U.S. car sales fell for the first ten months of this year. Forecasts call for 
declines for the year as a whole within a range of 10.1 per cent to 10.5 per 
cent. Following the stock market crash some recent U.S. forecasts have 
become more pessimistic about the outlook over the next few years as well. 
For 1988, further declines for the U. S. market are anticipated within the 
range of one to three per cent. These are lower than earlier forecasts, 
especially those by the U.S. Department of Commerce and Ward’s 
Automotive Reports. The most pessimistic of these forecasts is unlikely, 
especially if 1991 is included in the forecast horizon. 
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FORECASTS FOR U.S. CAR SALES 
Units (Million) 


U.S. Dept. of Commerce 
(January, 1987) 


Ward’s Automotive 
Reports (July, 1987) 


Wharton Econometrics 
(November, 1987) 


DRI 
(November, 1987) 


1982 1983 1984 1985 1986 1987* 1988* 1989* 1990* 


* Forecast 

Sources: As indicated. 

Despite Ontario’s dependence on the U.S. automotive market and the 
softening outlook for that market in the near term, it is anticipated that 
Ontario’s production will increase in 1988 as the industry recovers market 
share that was lost in 1987 due to plant conversions and model changeovers. 
It is also anticipated that Ontario production will generally increase 
through the 1989-91 period. This is expected to result from the bringing on 
stream of additional capacity now under construction, a gradual recovery in 
the U.S. auto market and increased market share for North American built 
autos (including Japanese North American production). Accordingly, 
Ontario’s share of North American sales and North American production is 
expected to increase. 


The reason for this expectation is that Ontario has a substantial competitive 
advantage stemming from a lower Canadian dollar, and lower labour, 
energy, and materials costs. Ontario has also benefitted from specialization 
in more successful product segments such as larger cars, mini-vans, and 
light trucks and vans. 


The outlook for the medium term is further enhanced by technologically 
advanced additions to Ontario’s assembly capability. Ontario’s assembly 
capability by 1992 is expected to be roughly 600,000 units or 33 per cent 
ahead of that estimated for 1986. It is anticipated that this additional 
capacity, expected from both new and expanded plants, will be phased in 
gradually over the period. Most of this capability is expected to displace 
imports from Japan and fill market niches where the sales outlook is 
favourable. 


The impact of the Canada-US. trade agreement on investment in the auto 
parts sector remains uncertain, particularly since the North American 
content rules for duty free status may be the subject of renewed negotiation. 
In any case, the proposed agreement does not contain safeguards with 
respect to the Canadian share of future investment from offshore in 
assembly or parts. 
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ADDITIONS TO ONTARIO’S AUTO 
ASSEMBLY CAPABILITY 
Units (000’s) 
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Note: Assembly capability measures output potential. Annual changes to 
Ontario’s assembly capability are estimated at less than total changes in planned plant capacity to 
reflect a gradual phase-in of new plants. 

Source: Ontario Ministry of Treasury and Economics. 


Industrial Products 


Industrial product manufacturers include the machinery, fabricated metals, 
non-metallic minerals, electrical and electronic products, rubber and 
plastics, and chemicals and refining industries. 


The machinery industry has rebounded strongly since the recession. The 
high level of Canadian industry investment spending for machinery and 
equipment expected this year has had a positive impact on the machinery 
industry in Ontario. However, this impact is, as always, somewhat 
diminished by the chronically high import content of business spending on 
machinery and equipment. 


Shipments were up 14 per cent in the first half of 1987. The demand for 
manufacturing and services-related machinery and equipment should 
remain firm as should demand for forestry and pulp and paper machinery. 


Continued steady growth is expected in the industry-oriented segment of the 
electrical products industry due to business investment in information 
technology and process equipment. The strong housing market has been a 
stimulus to appliance demand, but import penetration continues at very 
high levels. 


A somewhat mixed performance is expected from rubber and plastics. The 
rubber component is experiencing weakness due to slack automobile 
demand and rationalization in the tire industry. Employment and output 
for rubber are declining as a result of the Goodyear tire plant closing earlier 
this year, and the Firestone closing announced for January 1988. The 
manufacturers of plastic products can be expected to pick up some 
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momentum over the short to medium term, continuing the general 
improvement in performance that began in 1983. Plastic products appear to 
have been capturing market share from more traditional materials such as 
metals and glass. 


Over the short and medium terms, the chemicals group is expected 
generally to follow overall performance of the economy. Lower oil and gas 
prices have increased the competitiveness of synthetic products relative to 
natural products (metals, fibres, rubber) so that increasing displacement 
can be expected in the automotive, aircraft, electrical, textile, packaging, 
housing and consumer products industries. Research capabilities and 
efforts in Ontario are at the forefront of the industry in many areas. The 
plastics and resins, soap, toiletries and miscellaneous chemicals segments 
are expected to outperform the industry average while agricultural 
chemicals will exhibit below-average growth. 


These industries - rubber and plastics, machinery, electrical and 
electronic products, and chemicals — were among those assigned a "high- 
technology" status by the Economic Council of Canada’s 1987 study, 
Innovation and Jobs in Canada (based on value of high-technology inputs as 
a proportion of all non-labour inputs). 


The chart below shows the export and import performances of the group asa 
whole over the period 1978 to 1986. During this period, although exports 
have been increasing, imports have been increasing at a greater rate. 
Ontario’s international trade deficit on these goods grew from $4.0 billion in 
1978 to $10.4 billion in 1986. Even as a percentage of total shipments, 
Ontario’s international trade deficit in these goods has shown a steady 
worsening, especially since the recession. 


ONTARIO TRADE DEFICIT FOR SELECTED HIGH 
TECHNOLOGY INDUSTRIES, 1978-1986 
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Source: Ontario Ministry of Industry, Trade and Technology and Ministry of Treasury and Economics. 
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In petroleum refining, the process of plant rationalization and 
modification has left Ontario refineries well adapted to meet efficiently the 
demand in the next decade. Modest increases in transportation fuel 
production will be partially offset by reduced production of heavy fuel oils 
and heating oils. Residential and commercial heating oils currently 
represent 13 per cent of petroleum product consumption (compared to 40 per 
cent ten years ago). Future capital and repair expenditures are likely to be 
around $150 million per year, down from recent levels of $250 million per 
year. 


Shipments from the fabricated metal and non-metallic products 
industries increased by 9.2 per cent and 18.3 per cent respectively in the 
first half of 1987 over the same period last year. Strong capital investment 
continues to stimulate demand for metal doors and windows, heating 
equipment, cement, brick, glass, etc. 


Consumer Products 


This group includes the food, beverage and tobacco, leather, textiles and 
clothing, furniture, and printing and publishing industries. Steady growth 
is expected in both output and employment from this group of industries 
over the next four years. 


Increasing import penetration from lower-wage Asian producers in the 
clothing and footwear industries, and from high-volume U.S. operators in 
the textiles industry, continues to dampen performance in this sector. 
There are, however, some noteworthy exceptions to sluggish domestic 
production among the more Specialized clothing designers and 
manufacturers. As the graphs below demonstrate, despite growing imports, 
domestic apparel shipments remain a significant proportion of the total and 
are increasing. In the case of apparel trade, imports are primarily from low- 
cost countries (both in terms of number of units as well as dollar value). 
Canadian exports, mostly to the United States, are of high-value items. 
Imports tend to be low-cost, low-value items. This in part explains a 
reversal in Canada’s trade position in these products against the United 
States, from a deficit to a healthy surplus. 
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APPAREL SHIPMENTS AND IMPORTS, CANADA 
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Source: Canadian Textile Institute. 


APPAREL INDUSTRY: CANADIAN TRADE WITH THE U.S. 
1982-1986 
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Source: Canadian Textile Institute. 


The food and beverage industry is the second largest, after transportation 
equipment, within the manufacturing sector in Ontario. There are 96,000 
persons employed in this sector. Ontario’s trade deficit in this sector is 
about $600 million. Asa relatively small proportion of output is exported, 
the industry relies heavily on domestic consumption. Expansion has been 
restrained by slower population growth; but the snack food sector has been 
unusually strong and is expected to remain so with a steady stream of new 
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products. In competing with U.S. food processors, the industry’s 
performance is hampered by higher costs. 


Shipments in the printing and publishing industry increased by eight per 
cent in the first six months of 1987 over the same period last year. Capital 
investment is very strong - a total of $220 million anticipated for 1987 
representing an increase of 72 per cent from the previous year. 


The furniture and fixtures industry has been benefitting from high levels 
of new housing and office construction. Output has risen rapidly since the 
recession and the industry is now operating at full capacity with significant 
order backlogs and labour shortages. The medium-term outlook is for 
continued growth. For the next:two years, the industry will continue to 
benefit from the large number of housing starts and high level of office 
construction in 1986 and 1987. 


Service Sector Outlook 


Since 1971, the service sector has averaged a real growth rate of 3.5 per cent 
per year, compared to 3.0 per cent for the economy as a whole. Employment 
growth in services has been equally impressive. The service sector also 
shows less cyclical variability in output. Even during the 1982 recession, 
when other sectors experienced varying degrees of setback, services 
managed 0.2 per cent growth in output. 


Services are expected to continue to grow more strongly than the economy 
over the medium term. Real output in this sector will grow by 2.7 per cent 
per annum to 1991. 


One sector of particular importance to Ontario’s economy is financial 
services. This sector has recently witnessed dramatic changes in its 
international structure and its regulatory climate. Moreover, in the past 
month, the world stock market crisis has also had important effects. 


Tourism Sector Outlook 


Growing real incomes in industrial countries, more personal leisure time 
and expanding business travel are causing the tourism market to expand 
rapidly. Ontario is well positioned with its good image, diverse society, 
strong economy and excellent location with respect to major tourism 
markets to compete for a larger share of this global megamarket. 


Tourism is a major sector of the Ontario economy, accounting for 4.2 per cent 
of Ontario jobs. Following an exceptionally strong performance in 1986, 
tourism spending in Ontario is expected to have been over $9.3 billion this 
year. This is the second year of very strong growth. The currency 
realignments of recent years will improve Canada’s attractiveness to the 
Japanese and Europeans. Currency changes will also encourage more 
Canadians to remain in North America. 
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Financial Services Outlook 


The financial services industry is one of the most rapidly growing sectors of 
the Ontario economy and a major employer in the province. The industry 
was less adversely affected by the 1982 recession than other sectors and has 
since grown strongly. Although the recent declines in stock prices may 
cause a pause in growth, the medium-term outlook for this industry remains 
favourable. 

AVERAGE ANNUAL EMPLOYMENT GROWTH IN FINANCIAL 


SERVICES AND TOTAL ECONOMY, ONTARIO 
1976-1987 


Total Economy** 


1976-1981 1982 1984-1987 


Note: 1983 growth rate is not available due to a break in the data series. 
* Excludes insurance. 
** Excludes agriculture, fishing, trapping, religious organizations, private household services and 
defence; pre-1983 also excludes public administration, education, health and welfare. 
Source: Statistics Canada. 


Banks and trust companies are by far the most important employers in 
Ontario’s financial sector, providing 108,000 jobs and accounting for 55 per 
cent of this sector’s employment. Insurance companies account for almost 25 
per cent of financial sector employment, followed by investment and holding 
companies (9.9 per cent) and security brokers and dealers (6.7 per cent). 
Other credit agencies, including finance companies, account for less than 
four per cent. 


Growth in employment since 1983 has been more evident in some industry 
segments than others, although in no segment has employment actually 
declined over the period as a whole. Investment companies (including 
mutual funds) have experienced the greatest surge. In the near term, 
investment companies and security brokers and dealers are the industry 
segments most likely to be affected by the recent declines in the stock 
market. 


Employment in banks and trust companies has grown faster than in the 
economy as a whole since 1983. Insurance companies have experienced very 
little growth in employment over this period. Employment in banks, trust 
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and insurance companies is less likely to be directly affected by recent stock 
market conditions. 


EMPLOYMENT GROWTH IN THE FINANCIAL SECTOR, ONTARIO 
1983-1987 


% 


as 1983-1987 


1986-1987 


Banks, Brokers Investment* Insurance Total** 
Trusts and and Holding Carriers Economy 
Dealers Co. 


Note: Calculations based on employment in July, 1983, 1986, 1987. 
* Includes mutual and closed-end funds. 
** Excludes agriculture, fishing, trapping, religious organizations, private household services 
and defence. 
Source: Statistics Canada. 
The relatively rapid growth experienced by the industry in recent years 
reflects much longer-run trends. As consumer income has increased, and as 
the industry has developed new and more attractive vehicles to match 
saving and investment, the demand for financial services in Canada has 
expanded faster than the demand for goods and services generally. 


Foreign ownership is expected to increase in financial services as regulatory 
constraints are removed. While before June 30, foreign-controlled securities 
firms accounted for less than ten per cent of the Ontario industry’s capital, 
changes in the regulations have opened up opportunities for foreign firms. 
The changes in Ontario’s securities regulations will lead to new entry and 
expansion of foreign firms in Toronto. 


If the Canada-U.S. free trade agreement is approved, U.S.-owned banks will 
no longer be constrained by the limitation of the foreign-controlled share of 
domestic bank assets to 16 per cent and can be expected to increase their 
market share. 


Increased taxes on the financial sector are expected as a result of tax reform. 
It is anticipated that the industry will be able to adjust to the new tax 
environment without major difficulty. 
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Ontario Fiscal Review 


Revenue Structure* 


This section provides a brief overview of Ontario’s revenue structure and 
describes some of its key characteristics. 


Composition of Provincial Revenues 


The Province has a broad range of revenue sources including taxation, 
transfer payments from the federal government, other budgetary revenue 
and non-budgetary sources. 


The three major taxation sources — personal income tax, corporation taxes, 
and retail sales. tax — contribute 58 per cent of estimated total 1987-88 
revenue. Taxation of gasoline and diesel fuels contributes a further 4.0 per 
cent. In total, approximately 66 per cent of 1987-88 revenue will be raised 
through taxation. 


Transfer payments from the federal government account for 15 per cent of 
1987-88 revenue. Within federal transfer payments, Established Programs 
Financing and Canada Assistance Plan payments account for 56 per cent 
and 26 per cent respectively. 


Other budgetary revenue sources include OHIP premiums, fees and 
licences, LCBO profits, interest on investments and lottery profit revenue. 
These sources contribute 14 per cent of this year’s revenue. 


Non-budgetary revenues, including net deposits in trust accounts and net 
repayments of loans and investments, account for the remaining 5.0 per cent 
of total revenue. 


Canadian Tax Reform 


In June of this year, the federal government in Canada released its proposed 
package for tax reform. Reform has the potential to substantially change 
the structure of the Canadian tax system. The impact of the proposed 
federal reforms on individuals, business and the economy could be 
significant. Ontario has been assessing the social, fiscal and economic 
implications of these reforms which involve broadening tax bases and 
lowering rates. 


Although the target date for the first phase of federal reform is J anuary 1, 
1988, the details of the legislation are yet to be finalized. Amendments will 
likely be made to the legislative package before implementation. As well, 
the content and implementation date of the second phase of federal reform, 
which is expected to center on a multi-stage sales tax, remains unclear. 
Once the details of the final federal legislation become known, supplemental 
information will be provided. 


The following description reflects the existing tax system. 


* ATi Ontario revenue figures for 1987-88 are based on the September 30, 1987, Ontario 
Finances. 
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COMPOSITION OF ONTARIO REVENUES 
1987-88* 
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15% 


Taxation 
66% 
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Budgetary 
Revenues 
19% 


OHIP 
4 Premiums 
Corporation 5% 
Taxes 
11% 


* Forecast 
Source: Ontario Ministry of Treasury and Economics. 


The Major Taxation Sources 


Personal Income Tax 


Under the terms of the Tax Collection Agreement between the Government 
of Canada and the Government of Ontario, the federal government collects 
and administers the Ontario personal income tax on behalf of the Province. 
The federal government determines the tax base i.e. establishes the 
definition of taxable income. Basic Federal Tax is calculated by applying a 
marginal rate structure to this base. Total federal tax is then determined by 
applying federal surtaxes and credits. Ontario personal income tax is 
defined as a proportion of Basic Federal Tax. For 1987, the Ontario rate is 
90.0 per cent. In addition, a surtax of 3 per cent is applied to Ontario tax in 
excess of $5,000. Ontario income tax accounts for roughly one-third of an 


individual’s total income tax. 


The diagram below illustrates the operation of the personal income tax 
system. 
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THE PERSONAL INCOME TAX SYSTEM 


Federally-Determined Base 


e Total Income (Sum of Taxable Sources) 
Less: Deductions 


e Net Income 
Less: Personal Exemptions 
Less: Deductions From Net Income 


e Taxable Income 
e Apply Federal Marginal Tax Rates 
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Basic Federal Tax 


v v 


Federal 
e Add Surtax 
e Less Credits 


Ontario 
e Apply Single Rate 
e Add Surtax 

e Less Tax Reduction 
Less Credits 
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Federal Tax Payable Ontario Tax Payable 


With a few exceptions, such as social assistance payments and lottery 
winnings, all sources of income are subject to tax. Deductions and 
exemptions are provided for certain personal and income earning expenses. 
Provisions in the personal income tax system also support investment and 
saving for retirement. 


The federal marginal tax rates for 1987, including federal surtaxes, range 
from 6.18 per cent in the lowest bracket to 35.02 per cent on income in the 
highest tax bracket. Ontario marginal rates, before consideration of 
surtaxes, are one-half of the basic federal rates. Actual Ontario rates after 
incorporating the Ontario surtax range up to a maximum of 17.51 per cent 
for 1987. Combining the two rate structures yields a 1987 maximum total 
marginal rate of 52.53 per cent. 
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Table 1 illustrates the marginal rate structures. 
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Federal and Ontario Marginal Personal Income Table 1 


Tax (PIT) Rates, 1987 


Combined 
Federal Ontario Federal/Ontario 
Taxable Income PIT Rate* PIT Rate*** PIT Rates 
$ % % % 

1,320 or Less 6.18 3.0 9.18 
1,320- 2,639 16.48 8.0 24.48 
2,039 - 5,279 in.51 8.5 26.01 
5,279 - 7,918 18.54 9.0 PS 
7,918 - 13,197 ToD 7 9.5 29.07 
1S 1971S ATE 20.60 10.0 30.60 
18,476 - 23,755 23.69 i 35.19 
23,109 =30,90c 20.05 12.5 38.25 
36,952 - 44,332 30.90 15.0 45.90 
44 332 - 63,347 30.90 Poa 46.35 
over 63,347 30.02 ibis” o2.05 


* Includes the 3% federal surtax. 
sh) Includes the 3% Ontario surtax on Ontario tax over $5,000. 
*** — Does not include Ontario Tax Reduction. 
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Ontario has special programs to relieve tax burdens on low-income 
Ontarians. The Ontario Tax Reduction removes from the 1987 tax roll 
900,000 individuals with taxable income of $2,075 or less. Another 50,000 
individuals with taxable income between $2,075 and $2,275 pay reduced 
Ontario tax. There is no comparable federal tax reduction for low-income 
taxpayers. In addition, Ontario provides refundable Property and Sales Tax 
Credits that will return $360 million to Ontario taxpayers in respect of the 
1987 tax year. The Property Tax Credit, claimed by the spouse with the 
higher taxable income, is equal to $230 plus 10.0 per cent of property tax or 
2.0 per cent of rent. The Sales Tax Credit is calculated as 1.0 per cent of 
personal exemptions. These credits are collectively reduced by 2.0 per cent 
of taxable income. Over 90.0 per cent of these tax credit benefits are 
received by individuals earning less than $25,000. 


Corporate Taxes 


The Province of Ontario levies three general taxes on the corporate sector: 
Corporations Income Tax, Capital Tax and Insurance Premiums Tax. 
Mining companies are also subject to the Mining Tax. All corporations in 
Ontario, with the exception of insurance companies, are required to pay 
Capital Tax based on their paid-up capital. Insurance companies pay 
Insurance Premiums Tax based on the amount of premiums received in 
respect of Ontario policies. 


The largest amount of corporate revenue is generated through the 
corporations income tax. Ontario determines the corporations income tax 
base and rate structure for the Province. Although significant differences 
have existed from time to time, Ontario’s current base essentially parallels 
the federal corporate income tax base. Tax is imposed on gross corporate 
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revenues earned in the taxation year less allowable expenses. Various 
corporate activities receive special treatment through lower rates or 
accelerated deductions. Capital Taxes and Insurance Premiums Taxes are 
deductible expenses for federal and Ontario corporate income tax purposes. 


The 1987 general corporations income tax rate is 15.5 per cent of taxable 
income. Income from manufacturing and processing operations, mining, 
logging, farming and fishing is taxed at the rate of 14.5 per cent. 


Eligible small businesses are exempt from income tax in the first three 
years of their operation and pay tax at a 10.0 per cent rate thereafter. 


Ontario, Alberta and Quebec administer their own corporations income tax. 
All other provinces have entered into tax collection agreements with the 
federal government. 


Retatl Sales Tax 


The retail sales tax is payable on the sale of most goods and on certain 
services. The tax is calculated as a specific percentage of the final sale price 
to the consumer (including any federal levies). Since 1973, the general 
retail sales tax rate applying to most taxable items has been set at 7.0 per 
cent. Three other rates apply to specific items and services: 5.0 per cent on 
transient accommodation; 10.0 per cent on admission fees over $4 and 
beverage alcohol products sold at licensed establishments; and 12.0 per cent 
on beverage alcohol products sold at retail outlets. 


A number of items are specifically exempt from retail sales tax. The most 
notable include groceries, energy used for heating and lighting, children’s 
clothing, prescription drugs, specific reading material and production 
machinery and equipment. Most services are excluded from the retail sales 
tax base. 


Ontario’s retail sales tax base and rates are determined by the Province. 
Registered vendors collect the tax as agents of the Province and remit it to 
the government. 


Motive Fuel Taxes 


Ontario levies tax on motive fuels under the authority of two Acts - the 
Gasoline Tax Act and the Fuel Tax Act. Under both Acts, the tax base is 
applied to conventional petroleum-based products. Non-conventional fuels 
such as natural gas, propane, alcohol (used alone or blended with another 
fuel) and other manufactured gases are exempt. 


Fuel taxes are levied on a per litre basis. The Provincial tax is 8.3 cents per 
litre on gasoline purchased in Ontario. This tax applies to licensed motor 
vehicles, snowmobiles and pleasure marine craft. Farming, commercial 
fishing, industrial, commercial, institutional, heating and cooking uses 
qualify for an exemption or a full rebate of taxes paid, provided that the fuel 
is consumed off-road. 


All aviation fuels purchased in Ontario are subject to a tax of 1.88 cents per 
litre. 


Diesel fuel purchased in Ontario for use in licensed on-road motor vehicles is 
subject to tax of 9.9 cents per litre. As with the gasoline tax, certain off-road 
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uses qualify for a full rebate of tax paid or are exempt at the time of 
purchase. A system of fuel colouration is in place to distinguish diesel fuels 
sold for exempt purposes, such as farming. 


A tax of 3.1 cents per litre is applied to diesel fuel purchased in Ontario to 
power railroad locomotives. 
Per Point Yields 


Table 2 illustrates the 1987-88 revenue yield of selected revenue sources on 
a per point basis. The yields reflect a full year’s revenue and in each case the 
tax points relate to a specific base. 
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Per Point Yield, 1987-88 Table 2 
($ Million) 
Retail Sales Tax 
1% - General 822 
5% - Transient Accommodation ‘| 
12% - Alcohol (Retail Outlets) 26 
10% - Alcohol (Licensed Premises) 
and Admission Fees 1 
Personal Income Tax 194 
Corporate Income Tax 
15.5%  - General 84 
14.5% - Manufacturing and Processing, 
Fishing, Logging and Farming 77 
10% - Small Business 5D 
Capital Tax 166 Per 1/10 point 
Tobacco Tax 11 1¢ per pack of 20 
Motive Fuel Taxes 
Gasoline & Aviation Fuel 140 1¢ per litre 
Road and Rail Diesel 35 1¢ per litre 
OHIP Premiums (Individual and Family) Bi. Per $1/$2 
Land Transfer Tax 9) Per 1/10 point 
Note: See text for interpretation of these data. 
Source: Ontario Ministry of Treasury and Economics. 
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For example, one percentage point on the general retail sales tax rate yields 
approximately $822 million. The per point yield of the personal income tax 
is illustrated as an incremental percentage of Basic Federal Tax, and each 
percentage point yields $194 million. 


Interprovincial Comparison 


As illustrated in the following chart, Ontario’s general and small business 
corporate income tax rates are comparable with those in most Canadian 
provinces but are above rates in Alberta and Quebec. 
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INTERPROVINCIAL TAX COMPARISON: 
Corporation Income Tax, 1987 


Small Business Rate 


BC ALTA SASK MAN ONT QUE NB NS PEI NFLD 


Source: Ontario Ministry of Treasury and Economics and provincial tax statutes. 


Provincial personal income tax rates and provincial personal income tax 
revenues as a percentage of Basic Federal Tax are illustrated below. 
Ontario’s effective rate is 50.0 per cent, including the impacts of the Ontario 
Tax Reduction and surtax. 
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Notes: 


Source: 


INTERPROVINCIAL TAX COMPARISON: 
Personal Income Tax, 1987 


Statutory Rate Effective Rate * 
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BC ALTA SASK MAN ONT QUE** NB NS PEI NFLD 
* Effective rate is total provincial income tax revenue, including any surtaxes and net of any tax 
reductions, as a percentage of basic federal tax assessed in the province. 
** Estimated rate; Quebec does not impose tax asa percentage of basic federal tax. 


Ontario Ministry of Treasury and Economics and provincial tax statutes. 
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The general retail sales tax rates in Canada range from zero per cent in 
Alberta to 12.0 per cent in Newfoundland. Ontario’s rate is approximately 
in the middle of the range at 7.0 per cent. 


INTERPROVINCIAL TAX COMPARISON: 
Retail Sales Tax, 1987 
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Note: * No provincial sales tax is imposed. 


Source: Ontario Ministry of Treasury and Economics and provincial tax statutes. 


Straight rate comparisons must, however, be used with caution. Differences 
in the taxable base are particularly important in interprovincial 
comparisons of retail sales tax. Significant interprovincial differences in 
retail sales tax exemptions exist in areas such as advertising, insurance 
premiums, transient accommodation and personal services. 


Relative tax rates in these major tax areas also reflect the approach taken in 
each province to support health care expenditures. Ontario, Alberta and 
British Columbia raise additional revenue through Health Insurance 
Premiums ranging from $168 annually for a single individual in Alberta to 
$357 for an individual in Ontario. Quebec and Manitoba levy payroll taxes. 


Ontario and Neighbouring U.S. Jurisdictions 


Many of the proposed changes in the Canadian tax reform package follow 
changes made to the U.S. system. The U.S. Tax Reform Act of 1986 
introduced a comprehensive overhaul of the U.S. federal tax system. The 
Act reduces personal and corporate income tax rates, and broadens the tax 
base by eliminating or scaling back many tax preferences. Overall, the new 
tax law significantly reduces personal income tax liability and increases 
corporate liability. 


The need to maintain a competitive tax system with other jurisictions, 
particularly those in the United States, is a major objective of Canadian tax 
reform. The substantial difference in personal income tax rates between 
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Canada and the U.S. as well as the risk to Canadian corporation tax 
revenues from U.S. changes are critically important considerations for 
Ontario. However, a direct comparison between the tax systems in Ontario 
and neighbouring U.S. jurisdictions would be premature at this time 
because both systems are in transitional stages. 


Expenditure Structure* 


Provincial expenditures support a wide range of programs, services and 
capital projects. This spending will amount to approximately $35.2 billion 
in 1987-88. Key components of Ontario’s expenditures are shown in the 
following graph. 


DISTRIBUTION OF ONTARIO’S EXPENDITURES 
1987-88 * 


Public Debt 
Interest 
11% 


Social 
Expenditures 
65% 


Education: 
Schools, 


Colleges & 
Universities 
19% 


General 
Government 


Social 
Services 
14% 


Resources & 
Economic 
Development 
17% 


* Forecast as at September 30, 1987 
Source: Ministry of Treasury and Economics. 


Expenditures on social programs will account for 65 per cent of Provincial 
spending. These social expenditures include funding to support Ontario’s 
health care and education systems, as well as social assistance programs 
and services. 


Provincial spending in support of resources and economic development will 
represent 17 per cent of Ontario’s expenditures. This portion includes 
funding for the maintenance and construction of the transportation system, 
forest management programs, industrial and agricultural assistance 
programs, environmental protection and skills training. 


Expenditures to support the administration of justice, the operation of 
Government and the Legislature will together account for 7 per cent. 
Interest payments on the public debt will represent another 11 per cent of 
Provincial spending this year. 


sa All Ontario Expenditure figures for 1987-88 are based on the September 30, 1987, Ontario Finances. 
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The distribution of Ontario’s expenditures has changed since 1977-78. The 
key components are shown in the following graph. 


DISTRIBUTION OF ONTARIO’S EXPENDITURES 
1977-78 
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Source: Ontario Ministry of Treasury and Economics. 


Expenditure on the Health, Social Services, Public Debt Interest 
components have increased as a proportion of the total spending while that 


of Education, Resources and Economic Development has declined since 
1977-78. 


Capital Expenditures 


The Provincial Government directly, or indirectly through transfer 
payments, will provide $2.7 billion for capital investments in 1987-88. 
Capital expenditures support the construction of roads, water and sewage 
facilities, hospitals, day nurseries and educational facilities. Also included 
is the purchase of transit equipment and joint capital projects with private 
industry. 


During the six-year period from 1982-83 to 1987-88 capital spending ranged 
between $2.2 billion and $2.7 billion. 
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* Forecast as at September 30, 1987 
Source: Ontario Ministry of Treasury and Economics . 


Fiscal Performance 


Ontario’s fiscal performance will be measured in terms of a number of the 
commonly used indicators. A 10 year review of Selected Financial and 
Economic Statistics can be found in the Appendix. 


Net Cash Requirements 


Net cash requirements (NCR) represent the shortfall between total 
revenues and total expenditures. Ontario’s net cash requirement levels are 
a reflection of overall economic performance, stabilization policies and total 
spending. 


Beginning in 1977, Ontario’s net cash requirements experienced a 
downward trend which resulted in a low of $0.6 billion in 1979-80. In the 
early 1980’s, a deterioration of world economic conditions had an adverse 
impact on Provincial finances, eventually leading to net cash requirements 
of almost $2.5 billion in 1982-83. In that fiscal year, net cash requirements 
as a proportion of total Provincial spending rose to 10.8 per cent, up from the 
1979-80 proportion of 3.7 per cent. 


Net cash requirements in 1987-88, at slightly less than $1.0 billion, are 
projected to be $1.5 billion less than the 1982-83 peak. As well, net cash 
requirements are expected to decline to 2.8 per cent of total spending. 


Ontario’s net cash requirements per capita, at $106, are estimated to be the 
lowest among the provinces in 1987-88. It should be noted that this 
comparison has certain limitations in that financing for Crown corporations, 
public service pension funds and health insurance programs are treated 
differently by several provinces. 
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ONTARIO’S NET CASH REQUIREMENTS (NCR) 
1977-78 to 1987-88 
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*Note: The shaded area represents NCR after extraordinary adjustments. 
** Revised forecast as at September 30, 1987 
Source: Ontario Ministry of Treasury and Economics. 


NET CASH REQUIREMENTS PER CAPITA 
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* Forecast as at September 30, 1987 
Source: Ontario Ministry of Treasury and Economics. 


Operating Position 


The operating position is the difference between total current revenues and 
total current expenditures excluding capital expenditures. The operating 
position reflects the degree to which the Province pays for its day-to-day 
operating needs from its current revenues. 
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Ontario’s operating position improved from a $1.1 billion operating deficit in 
1982-83 to $0.2 billion in 1986-87, and is forecast to improve further to $15 
million in 1987-88. 
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* Forecast as at September 30, 1987 
Source: Ministry of Treasury and Economics. 


Total Debt as a Per Cent of Gross Domestic Product 


Ontario's total debt comprises funded and unfunded debt. Funded debt has a 
specified term to maturity and is secured by a debt instrument such as a 
bond or Treasury Bill. Unfunded debt is not secured by debt instruments. 


The capacity of a government to carry its debt is largely determined by the 
underlying strength of the economy and tax revenues. The ratio of total 
debt to GDP rose to 17.8 per cent in 1978-79 and then fell to 16.2 per cent in 
1981-82. It increased to 18.1 per cent in 1983-84 but is forecast to fall to 16.8 
per cent in 1987-88. 


Public Debt Interest 


Public debt interest (PDI) costs for servicing total debt absorbed an 
increasing share of budgetary revenues until 1985-86. Public debt interest 
costs grew from 9.3 per cent of budgetary revenues in 1977-78 to 12.4 per 
cent in 1985-86. Thereafter, public debt interest costs fell to 12.0 per cent of 
budgetary revenues in 1986-87. In 1987-88, public debt interest costs are 
expected to fall further to 11.7 per cent of budgetary revenues. 
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PDI AS A PER CENT OF BUDGETARY REVENUE 
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* Forecast as at September 30, 1987 
Source: Ontario Ministry of Treasury and Economics . 


Months of Budgetary Revenue Required to Repay Total Debt 


Since 1977-78, the number of months of budgetary revenue required to 
repay total debt has ranged from a high of 16.0 months in 1978-79 to a low of 
14.3 months in 1986-87. It would take an estimated 13.6 months of 
budgetary revenue to repay total debt in 1987-88. 


MONTHS OF BUDGETARY REVENUE 
TO REPAY TOTAL DEBT 
(Months) 
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* Forecast as at September 30, 1987 
Source: Ministry of Treasury and Economics 
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Fiscal Capacity and Tax Effort 


Fiscal capacity measures the relative ability of a province to raise revenues 
from available revenue sources. Tax effort measures the relative extent to 
which each province taxes those available revenue sources. In this section, 
these measures are used to make interprovincial comparisons. 


Determination of Fiscal Capacity 


Fiscal capacity can be measured by a number of different indices. 


The Representative Tax System (RTS) is the one used by the federal and 
provincial governments as a measurement of fiscal capacity. In the 
Representative Tax System, each revenue source has an associated tax base 
and the fiscal capacity can be related to population. For example, the base 
for tobacco taxes is the number of cigarettes sold in a province. Ifa 
province’s share of a base is lower than its population share, that province is 
said to have a fiscal capacity deficiency in that tax base. If the opposite is 
true, a fiscal capacity surplus exists. In other words, a province has a fiscal 
capacity deficiency in a tax base if its per capita share of a base is less than 
the national average. 


Tax bases are defined according to the taxing practices of provinces. For 
example, if an item such as infants’ clothing is exempt from the retail sales 
tax in a majority of the provinces, such sales would not be included in the tax 
base. Hence, the term “representative”. 


Kmploying data from the federal equalization program, it is possible to 
derive an aggregate tax base share by "adding" together 37 different 
provincial and local tax bases. This provides a single but comprehensive 
measure of a province’s relative fiscal capacity. In 1986-87, Ontario’s fiscal 
capacity, measured on this basis for provincial own-source revenues, was 
106.5 per cent of the national average. The chart below indicates how 
Ontario’s fiscal capacity has varied over the past ten years. The range of 
fiscal capacities in 1986-87 was 60.9 per cent for Newfoundland to 155.4 per 
cent for Alberta. 
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Source: Department of Finance, Canada and Ontario Ministry of Treasury and Economics. 


As Table 3 shows, if federal transfer revenues are added to provincial-local 
own-source revenues, the fiscal capacity of "have-not" provinces approaches 
the national average. Since federal transfers are relatively greater for the 
"have-not" provinces, the relative fiscal capacities of the "have" provinces 
decline. For example, Ontario’s 1986-87 fiscal capacity declines about 8.0 
percentage points to 98.4 per cent of the national average, primarily because 
the Province does not receive federal equalization payments. 
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Indices of Provincial-Local Table 3 
Fiscal Capacity, 1986-87 


(Per Cent of National Average) 


Provincial-Local 


Provincial-Local Own-Source 
Own-Source Revenues plus 
Revenues All Federal Transfers 
Newfoundland 60.9 94.0 
Prince Edward Island 63.2 98.1 
Nova Scotia 15.0 94.9 
New Brunswick 70.5 97.3 
Quebec 84.2 92.4 
Ontario 106.5 98.4 
Manitoba 84.5 92.9 
Saskatchewan 92.1 94.1 
Alberta Lob4 138.5 
British Columbia 102.8 99.0 
National Average 100.0 100.0 


Source: Department of Finance, Canada. 
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Included in the determination of federal transfers are special contracting- 
out tax points that Quebec opted for in lieu of a portion of federal cash 
contributions under the Canada Assistance Plan and Hospital Insurance. 
The latter contributions were subsequently rolled into Established 
Programs Financing. 


Determination of Tax Effort 


A comparison of provincial tax rates on individual revenue sources is often 
employed as a gauge of relative revenue-raising efforts. However, such 
comparisons alone do not provide a way of assessing a province’s overall tax 
effort. 


As with the determination of fiscal capacity, tax effort can be measured by 
individual revenue sources. For each revenue source, a national average tax 
rate can be calculated by dividing the provincial revenues collected by the 
total all-province tax base. 


A comprehensive measure of tax effort can be calculated by dividing a 
province's share of total provincial-local revenues by its share of total tax 
base. In order to determine a province’s share of the aggregate tax base, 
each of the revenue sources must be weighted to reflect the relative 
importance that is attached to them individually. For example, if personal 
income tax (PIT) revenues account for 27 per cent of the total ten-province 
revenues, the weight of personal income tax in the comprehensive tax base 
would be 27 per cent. Each province’s share of this weighted tax base is 
calculated by multiplying its percentage share of the personal income tax 
base by this weighted percentage. In the case of Ontario, the Province’s 
share of the personal income tax base, 39 per cent, is multiplied by the 
weighted’ personal income tax base of 27 per cent to derive Ontario’s 
percentage share of the personal income tax portion of the comprehensive 
tax base (i.e., 10.5 per cent). Ontario’s share of the comprehensive tax base 
is determined by summing together the individual percentage shares of the 
37 revenue source comprehensive tax base components. 


This rneasure of tax effort indicates to what extent a province is taxing what 
is available to be taxed, relative to the national average. Local revenues are 
included because of the varying responsibilities that individual provinces 
allocate to their local governments. Table 4 provides the indices of relative 
tax effort for 1986-87 on this comprehensive basis. 
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Indices of Provincial-Local Tax Effort, 1986-87 Table 4 


(Per Cent of National Average) 


Newfoundland 107.0 
Prince Edward Island 93.6 
Nova Scotia 98.2 
New Brunswick 99.8 
Quebec 12671 
Ontario 104.6 
Manitoba 106.0 
Saskatchewan 96.8 
Alberta 68.2 
British Columbia 99.8 
National Average 100.0 
Source: Department of Finance, Canada. 
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Ontario’s overall tax effort slightly exceeds the national average. Alberta’s 
tax effort is about 32 per cent below the national average, mainly because it 
levies no sales or gasoline tax, and has the lowest personal income tax. 
Since Alberta’s share of oil and gas revenues is about the same as its share of 
oil and gas tax bases, its resource taxation does not bias its tax effort one 
way or another. 


Quebec has a very high tax effort, some 26 percentage points above the 
national average in 1986-87. Despite high rates of taxation on certain 
revenue sources, the Maritime provinces do not have a high degree of overall 
tax effort, due in large part to their relatively low levels of local property 
taxation. 
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Debt and Debt Financing* 
Ontario’s Debt 


COMPOSITION OF ONTARIO’S OWN-PURPOSE TOTAL DEBT 
March 31, 1987 
($Billion) 
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Source: Ontario Ministry of Treasury and Economics. 


Ontario's own-purpose total debt consists of funded and unfunded debt. 
Funded debt, the largest portion, has a specified term to maturity and is 
secured by a debt instrument such as a bond or Treasury Bill. Ontario's 
funded debt is concentrated in non-public debt, owed primarily to the 
Canada Pension Plan (CPP) and the Teachers’ Superannuation Fund (TSF) 
in the form of long-term, non-marketable securities at market-related rates 
of interest. Debt owed to the general public is about 4.0 per cent of the 
Province's total debt. The Province's estimated funded debt at March 31, 
1988 will be $29 billion of which about 90 per cent will be owed to the CPP 
and TSF. 


Unfunded debt refers to obligations that are not secured by a debt 
instrument such as deposits with the Province of Ontario Savings Office and 
for the Public Service Superannuation Fund. Unfunded debt represents 
20.5 per cent of Ontario's total debt, up from about 15 per cent ten years ago. 
Ontario's own-purpose total debt will be about $37 billion by the end of fiscal 
1987-88 compared to $16.5 billion ten years ago. 


* All Ontario debt figures for 1987-88 are based on the September 30, 1987 Ontario 
Finances. 
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Consolidated Public Sector Funded Debt 


CONSOLIDATED PUBLIC SECTOR FUNDED DEBT 
March 31, 1987 
(Interim, $Billion) 


$4.5 

7.9% 
Non- 
Provincial 
Sector 


Source: Ontario Ministry of Tresury and Economics. 


The broadest measure of funded debt in the Ontario Public Sector is 
Consolidated Public Sector Funded Debt which includes debt incurred at all 
levels of Provincial jurisdictions. The preponderance of Provincial and 
Provincially guaranteed debt in this measure illustrates Ontario's policy of 
centralizing public sector financing at the Provincial level. Ontario's direct 
and guaranteed funded debt, which is over 90 per cent of the consolidated 
debt, consists of obligations for the Province's own purpose or for Ontario 
Hydro. Due to Ontario's policy of centralized financing, there is a limited 
requirement for public borrowing by local bodies, colleges and hospitals. 
Internal funds and Provincial grants finance a large proportion of local 
capital expenditures, with the remainder financed by borrowing. Local 
government debt is 5.0 per cent of consolidated funded debt while less than 
one-half of one percent consists of the obligations of universities, colleges 
and hospitals. The Provincial (direct and guaranteed) share of Consolidated 
Public Sector Funded Debt has been rising over time reflecting the policy of 
centralized financing. 


Hydro Borrowing 


In 1987 and 1988, Ontario Hydro's annual gross borrowing is expected to be 
around $2.5 and $3.2 billion respectively, with borrowing net of retirements 
amounting to $1.4 billion in both 1987 and 1988. The higher gross figure for 
1988 is due largely to the proposed call and refinancing of three high 
interest cost issues. Even though it is unlikely that Hydro's gross borrowing 
needs will put undue pressure on the capital markets, the Province will 
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ONTARIO HYDRO BORROWING 
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Source: Ontario Hydro. 


continue to monitor Hydro's financing needs and plans to ensure that they 
are consistent with the Province's fiscal and financial plans. 


Interprovincial Comparisons 


INTERPROVINCIAL FUNDED DEBT COMPARISONS 
December 1986 
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Source: Bank of Canada Review. 
Interjurisdictional debt comparisons usually focus on funded debt measures 


because this assures a standard of conceptual uniformity and comparability 
across jurisdictions and over time. Similarly, in order to avoid the 
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inconsistencies caused by provinces assuming different types of debt at 
different levels of the public sector, the sum of funded debt owed by a 
province and debt guaranteed by a province is used in interprovincial 
comparisons. Nevertheless, the comparisons remain limited by differences 
in treatment across provinces of sinking funds and purchases by public 
sector investment funds such as the Alberta Heritage Savings Trust Fund. 


Ontario's direct and guaranteed debt burden is relatively low compared to 
other provinces. In 1986, Ontario owed $5,544 per person. This was the 
third lowest level of direct and guaranteed debt per capita in Canada, higher 
only than Prince Edward Island and Alberta. Ontario had the second lowest 
level of debt as a per cent of Gross Domestic Product (29 per cent), after 
Alberta. 


Ontario’s Financing 


The Province of Ontario has available for its financing purposes the funds of 
the Teachers’ Superannuation Fund (TSF) and Ontario's share of the 
Canada Pension Plan (CPP) as well as domestic and international capital 
markets. Because of the structure of contributions and benefits of these two 
pension plans, they have been a growing source of financing for Ontario. In 
1987-88, non-public availability exceeds the Province's needs and 
consequently, Ontario has declined most of the CPP funds available to it. 


Ontario’s Maturing Debt 


Approximately 11.5 per cent of Ontario's funded debt (excluding Treasury 
Bills) is scheduled to mature in the five-year period from April 1987 to 
March 1992 and 30 per cent in the ten years from 1988 to 1997. 


In the five year period ending March 1992, maturities (excluding Treasury 
Bills) will total $3.1 billion, with 70 per cent representing retirements of 
Canada Pension Plan obligations. 
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Credit Worthiness 
Provincial Ratings Table 5 
Octo ber 1987 
Canadian Dominion 
Standard Bond Bond 
and Rating Rating 

Poor’s Service Service 

(S&P) Moody’s (CBRS) (DBRS) 
British Columbia AA Aa2 AA AA (low) 
Alberta AA+ Aal AA AA 
Saskatchewan AA- Al AA- A (high) 
Manitoba A+ Al AA- A 
Ontario AA+ Aaa AAA AA 
Quebec AA- Aa3 A A (high) 
New Brunswick A+ Al A A 
Nova Scotia A= A2 A- A (low) 
Prince Edward Island NR* A3 BBB+ A (low) 
Newfoundland es Baal BBB BBB 
ba Not Rated. 
Source: Ontario Ministry of Treasury and Economics, Canadian Bond Rating Service, Dominion Bond 


Rating Service, Moody’s Bond Survey and Standard and Poor’s CreditWeek. 


The 1980s have been a period of general pressure on Canadian provincial 
credit ratings. In 1986 and 1987 to date, four provinces have been 
downgraded by Standard and Poor's, Moody's (two U.S. rating agencies) or 
by the Canadian Bond Rating Service because their economic performance 
has been weak or their fiscal and financial performance has not matched 
their economic improvements. 


ee 


In mid-1986, Ontario was upgraded by the Canadian Bond Rating Service to 
an unqualified AAA from AAA-. In addition, Moody's raised Quebec to Aa3 
from Al and New Brunswick to Al from AQ. 


Dominion Bond Rating Service started rating the Canadian provinces in 
1987. Ontario and Alberta received AA, the highest rating of all provinces. 
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Rating Adjustments in 1986 and 1987 Table 6 
eee 


Rating Change 
British Columbia Downgraded from: Aal to Aa2 (Moody’s) 
Alberta Downgraded from: Aaa to Aal (Moody’s) 
AAA to AA+ (S&P) 
AAA to AA (CBRS) 
Saskatchewan Downgraded from: AA to AA- (S&P) 


Aa3 to Al (Moody’s) 
AA to AA-(CBRS) 


Manitoba Downgraded from: AA- to A+ (S&P) 
Ontario Upgraded from: AAA- to AAA (CBRS) 
Quebec Upgraded from: A1 to Aa3 (Moody’s) 
New Brunswick Upgraded from: A2 to Al (Moody’s) 


Source: Ontario Ministry of Treasury and Economics, Canadian Bond Rating Service, Moody’s Bond Survey 
and Standard and Poor’s CreditWeek. 


Federal-Provincial Funding Programs 


The following sections describe the two major programs through which the 
Province receives substantial federal funding: the fiscal arrangements and 
the Canada Assistance Plan. 


Federal-Provincial Fiscal Arrangements 
Introduction 


The federal-provincial fiscal arrangements are the institutional vehicles 
through which the federal government transfers funds to the provinces as 
part of its historical commitment to certain national shared-cost programs, 
and to the principle of interprovincial fiscal capacity equalization. The 
largest of these payments is made in respect of health care and post- 
secondary education under Established Programs Financing. Funds are 
also transferred under the Equalization program, the Fiscal Stabilization 
program, and the Personal Income Tax Revenue Guarantee. 


Although often discussed in terms of federal-provincial negotiation and 
agreement, it should be noted that the fiscal arrangements are under the 
sole legislative and administrative control of the federal government. Every 
five years, legislation in this area is drafted and enacted by the federal 
government, and requires no provincial enabling legislation, support or 
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even agreement to operate. In practice, however, Ottawa has consulted with 
the provinces on potential revisions to the legislation prior to enactment. 


Established Programs Financing 


Adopted in 1977 to replace the federal-provincial shared-cost programs in 
the fields of health and post-secondary education, Established Programs 
Financing was regarded as a milestone in co-operative federalism in 
Canada. The essence of the new arrangement was that the provinces, long 
dissatisfied with the cumbersome and inflexible nature of the cost-sharing 
arrangements, were given greater policy and administrative latitude 
through a move to block funding. At the same time, Ottawa lessened its 
financial risk by tying its contributions to the rate of growth of the national 
economy rather than to provincial expenditures. 


At a Conference of First Ministers held in June 1976, the broad framework 
for Established Programs Financing was introduced. At that time, the 
Prime Minister outlined five principles that would form the basis of the 
federal approach*: 


® The federal government should continue to pay a substantial share of 
program costs. 


e The federal payment should be calculated independently of provincial 
program expenditures. 


e There should be greater equality, in per capita terms, in the federal 
contributions to the provinces. 


e The arrangements for the mature programs should be placed on a more 
permanent footing. 


e There should be provision for continuing federal participation in the 
development of policies of "national significance" in health and post- 
secondary education. 


The Prime Minister also emphasized that the federal government intended 
to encourage provincial spending restraint through the new arrangement. 


There was widespread provincial acceptance of most of these principles, and 
a federal-provincial consensus on the course that was being charted. 
However, shortly after the new arrangement had been agreed upon, the 
federal government decided to keep track of the individual cash components 
of the transfers for health and post-secondary education. While not 
consistent with the principle of block funding, the split was for federal 
bookkeeping purposes only and did not require provinces to demonstrate 
that they had, in fact, spent the funds in these areas. 


The Canada Health Act illustrates the federal government’s attempts to 
"reconditionalize" Established Programs Financing. Passed by Parliament 


“Statement tabled by the Prime Minister of Canada, the Right Honourable Pierre Elliott 
Trudeau, on the occasion of the Conference of Federal and Provincial First Ministers, held 
in Ottawa, June 14 and 15, 1976. 


in 1984, the Act sets program criteria and conditions of payment for the cash 
portion of transfers paid to the provinces for insured health-care services 
and extended health care. Under the terms of the legislation, each 
province’s health insurance plan must satisfy federal requirements 
respecting comprehensiveness, portability, universality, accessibility and 
public administration. 


The federal government is empowered to withhold a portion of the provincial 
transfer payments equal to the amount that physicians bill above the rates 
set out in the provincial fee schedules. Dollar for dollar deductions are also 
imposed on provinces which permit user charges. Between July 1984 and 
June 1986, over $106 million in payments to Ontario were withheld by the 
federal government. The Province has since complied with the conditions of 
the Canada Health Act by eliminating extra-billing for insured health 
services, and has recouped the amount withheld. 


As shown in Table 7, the federal government has taken a number of further 
actions to restrain the growth of its payments to the provinces. When the 
fiscal arrangements were amended in 1982, the Revenue Guarantee 
Compensation, which was built into Established Programs Financing as 
part of the 1977 agreement, was removed. This effectively eliminated a 
portion of the per capita entitlements. 


Established Programs Financing transfer growth is based on both growth in 
the economy and population increases for individual provinces. Under the 
two-year federal "6 & 5" restraint program introduced in June 1982, per 
capita limits were imposed on post-secondary education transfer growth. 


Most recently, the federal government’s Bill C-96, An Act to Amend the 
Federal-Provincial Fiscal Arrangements and Federal Post-Secondar 
Education and Health Contributions Act, 1977, received Royal Assent in 
June 1986. It reduces the annual growth in per capita Established 
Programs Financing transfers by two percentage points. In 1987-88, Bill C- 
96 will reduce Ontario’s Established Programs Financing entitlements by 
$250 million. Taken together, the reductions in Established Programs 
Financing entitlements for Ontario amount to $812 million in 1987-88. 
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Provincial Losses Due To Table 7 
Federal EPF Cuts Since 1982 
($ Million) 
Elimination "6 & 5" 
of Revenue Caps on Reduction 
Guarantee Post-Secondar of EPF 
Compensation Education Transfers Escalator 
All All All 
Ontario Provinces Ontario Provinces Ontario Provinces 
1982-83 294 830 = - — = 
1983-84 325 917 44 125 a = 
1984-85 356 1,002 95 264 = be 
1985-86 384 1,076 102 286 — = 
1986-87 413 1,159 110 308 114 317 
1987-88 444 1,243 118 330 250 678 
TOTAL 2,216 6227 469 1,313 364 995 
Soure Department of Finance, Canada and Ontario Ministry of Treasury and Economics. 


Federal support for Ontario health and post-secondary education programs 
has fallen from a peak of 52 per cent of provincial-local spending for these 
purposes in 1979-80, to about 40 per cent in 1986-87. Since Established 
Programs Financing tax point transfers are derived from provincial 
taxpayers, they can be regarded as provincial revenues. Thus, if the federal 
contribution is considered solely in terms of the Established Programs 
Financing cash component, then Ottawa’s current share of combined health 
and post-secondary education spending in Ontario would amount to only 22 
per cent, down from 30 per cent in 1979-80. 


Equalization 


Equalization payments are unconditional transfers from the federal 
government to qualifying provinces, with the purpose, as enshrined in 
Section 36 of the Constitution Act, 1982, of ensuring that provincial 
governments have sufficient revenues to provide “reasonably comparable 
levels of public services at reasonably comparable levels of taxation”. The 
actual determination of equalization entitlements has evolved over the 
years by refinements and adjustments to the formula since the inception of 
the program in 1957. Although there have been disagreements about these 
changes, some of which had quite dramatic effects, all provinces have 
supported the overall thrust of the program. 


Ontario has never been an equalization recipient. Indeed, when oil price 
shocks created the possibility of Ontario receiving equalization payments, 
these equalization payments were prevented through retroactive legislative 
amendment in 1981. 


Determining the extent to which the goals of equalization are being 
achieved is difficult due to the lack of a definition or measure of "reasonably 
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comparable levels of public services at reasonably comparable levels of 
taxation". As was discussed in the section on fiscal capacity and tax effort, 
the equalization program takes into account 37 distinct revenue sources. | 
These sources and the estimated provincial revenues to be equalized for 

1987-88 are summarized in Table 8. 


SGP SE YET EOE ISSA SAR PET RS NIE SE SES ESTEE ST SOE TE ES SES TS TIO 
Fiscal Equalization, 1987-88 Table 8 
($ Billion) 

pees Subject 

O 

Revenue Source Equalization 
Personal Income Tax Revenues Zoo 
Business Income Revenues 5.0 
Capital Tax Revenues 1.3 
General and Miscellaneous Sales Taxes 14.6 
Tobacco Taxes 2:1 
Gasoline Taxes 3.0 
Diesel Fuel Taxes 0.8 
Non-Commercial Vehicle Licences 1.3 
Commercial Vehicle Licences 0.5 
Revenues from the Sale of Spirits 1.5 
Revenues from the Sale of Wine 0.5 
Revenues from the Sale of Beer 0.8 
Hospital and Medical Insurance Premiums 2.3 
Race Track Taxes 0.1 
Natural Resource Revenues ** oo 
Insurance Premium Revenues 0.5 
Payroll Taxes 2:1 
Provincial-Local Property Tax Revenues 17.6 
Lottery Revenues 12 
Miscellaneous Provincial-Local Taxes and Revenues oo 
Shared Revenues: Off-shore Activities . 
TOTAL 92.2 


Notes: * Less than $50 million. 
** The separate natural resource revenue sources have been aggregated. 


Source: Department of Finance, Canada: Provincial Fiscal Equalization, Second Estimate, 1987-88 (July, 
1987). 
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This set of revenue sources is known as the Representative Tax System 
(RTS), since it attempts to take into consideration what provinces as a 
whole actually tax. Each of the revenue sources has an associated tax base. 
For example, the base for revenues from the sale of beer is the volume of beer 
sold. 


The tax bases have been modified over the years. Discussions continue on 
technical problems that are perceived to remain in the determination of 
appropriate components to use in some tax bases to satisfy the requirement 
of making them "representative". For example, there is currently a debate 
on the property tax base: since there is no comparable interprovincial 
property tax base, the equalization formula has had to rely on proxies for the 
assessed values of land and buildings. 


For each revenue source, a national average tax rate is calculated by 
dividing the total revenues to be equalized by the total all-province tax base. 
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Comparisons can be made among provinces by applying the national 
average tax rate for each revenue source to individual provincial tax base 
values on a per capita basis. 


The equal yield per capita standard that the equalization formula sets must 
then be determined. 


The current benchmark that is applied to each province for each revenue 
source is termed the "five-province standard"; this standard is derived by 
applying the national average tax rate to the tax bases of Quebec, Ontario, 
Manitoba, Saskatchewan and British Columbia and calculating the per 
capita yield for the five provinces. 


Finally, the difference between this standard per capita yield and a 
province’s own per capita yield provides its relative per capita deficiency or 
surplus for each of the 37 sources. 


Two examples illustrate this process: 


e In calculating the latest estimate for 1987-88 national average tax rates, 
the Newfoundland personal income tax base yields $525.71 per capita. 
The national average tax rate applied to the five-province standard tax 
base yields $1,033.45 per capita. This means that Newfoundland has a 
personal income tax deficiency of $507.74 per capita ($1,033.45 - 525.71). 
Newfoundland’s equalization component in respect of personal income 
tax, $289 million, is then calculated by multiplying its per capita 
deficiency by its population. 


e Conversely, Ontario’s yield at the national average tax rate is $1,198.44 
per capita. Since this yield is above the $1,033.45 per capita that results 
from applying the national average tax rate to the five-province 
standard, Ontario has a personal income tax surplus of $164.99 per 
capita. 


The calculation of a deficiency for a province for a particular revenue source 
does not necessarily mean that the province will receive equalization 
payments. The size of equalization entitlements is determined by the 
netting of all negative and positive entitlements. In Ontario’s case, for 
example, although the formula indicates a deficiency in the oil and gas 
revenue sources, negative entitlements in other sources are sufficiently 
large to negate entitlement to equalization on an aggregate basis. 


The current "five-province standard" replaced a national average standard 
in 1982. This change, combined with a number of tax base modifications, 
tended to disadvantage Quebec and Manitoba. Accordingly, a three-year 
transitional guarantee was incorporated into the formula. 


The transitional guarantee provided that no province could receive less 
under the new formula than it received in the last year of the old formula. 
Provision was made for a specified amount of growth. 


This provision lapsed at the end of the 1984-85 fiscal year, at an estimated 
three-year cost to the federal government of $2.1 billion. All equalization 
recipients received transitional guarantee payments. 
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As shown in Table 9, following the lapse of the transitional program, 
additional supplementary equalization payments totalling $220 million 
were made to the six recipient provinces in respect of the 1985-86 fiscal year. 
One year later, Manitoba received an additional $65 million in 
supplementary equalization. 


Supplementary Equalization Payments Table 9 

($ Million) 

5 SAE ELIDA a ve AA APE 8 lc AM NE a RU ls perenne liebe 
1985-86 1986-87 

Newfoundland 15 ~ 

Prince Edward Island 5 - 

Nova Scotia 20 - 

New Brunswick 20 ~ 

Quebec 110 - 

Manitoba 50 65 

TOTAL 220 65 

Source: Department of Finance, Canada. 


The sole legislative constraint on the growth of equalization entitlements is 
that aggregate transfers must not exceed the year-over-year increase in 
Gross National Product (GNP). So far, this ceiling has not had to be applied. 


For 1987-88, the current estimate of equalization entitlements is $5.9 
billion. Although Quebec receives the greatest share of total equalization, 
on a per capita basis it receives the second least. Table 10 shows the 
breakdown of the estimated 1987-88 entitlements among the provinces as 
well as the entitlements on a per capita basis. 


a) 
Estimated Equalization Entitlements Table 10 
by Province, 1987-88 


($ Million) ($ Per Capita) 


Newfoundland 754 Lows 
Prince Edward Island 156 L220 
Nova Scotia 681 776 
New Brunswick 699 977 
Quebec 2,983 453 
Manitoba 506 469 
Saskatchewan 153 150 
TOTAL 5,931 540 
Note: Ontario, Alberta and British Columbia have net negative entitlements and do not receive 


equalization payments. 


Source: Department of Finance,Canada: Provincial Fiscal Equalization, Second Estimate, 1987-88 (July, 
1987). 
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Fiscal Stabilization 


In order to protect provinces from sudden year-over-year losses in revenue 
resulting from an economic downturn, the federal government has provided 
for fiscal stabilization payments. These unconditional cash transfers ensure 
that each province’s tax revenues, measured on the basis of constant tax 
rates and structure, plus its equalization payments, will not be less than 
they were in the previous year. 


In 1987-88, the federal government introduced, among other technical 
changes, an annual ceiling of $60 per capita for grant assistance. 
Entitlements exceeding this limit will be provided as interest-free loans 
repayable within five years. 


To date, only one province has received payments under this program -- 
British Columbia received $175 million in respect of the 1982-83 fiscal year. 
However, fiscal stabilization payments provide an important guarantee for 
many provinces when their credit ratings are under review. 


Personal Income Tax Revenue Guarantee 


Provincial Personal Income Tax Revenue Guarantee payments ensure that 
provinces will not suffer a reduction in personal income tax revenues due to 
amendments to the federal Income Tax Act. Should federal actions reduce a 
province’s personal income tax revenues by more than 1.0 per cent from the 
preceding year, that province becomes eligible for a federal revenue 
guarantee payment. The amount of the payment would be the difference, 
exceeding 1.0 per cent, between the amount of tax which would have been 
raised under the federal legislation prior to amendment and the amount 
raised subsequent to amendment. 


Canada Assistance Plan 


The Canada Assistance Plan (CAP) was established by federal legislation in 
1966 as a cost-sharing mechanism for provincially-administered social 
assistance and welfare programs. The Canada Assistance Plan replaced the 
targetted shared-cost programs which provided assistance for the elderly, 
the blind, the disabled and the unemployed. By the end of the 1960s, these 
programs had come under increasing criticism for their eligibility 
restrictions. The new program was designed to bring a measure of order and 
coherence to fragmented provincial public assistance systems. 


Since its inception, payments under the Canada Assistance Plan have 
grown dramatically, increasing from $343 million in 1967-68 to an 
estimated $4.2 billion in 1987-88. This makes the Canada Assistance Plan 
the third largest source of transfers to the provinces after Established 
Programs Financing and equalization. In Ontario alone, Canada Assistance 
Plan payments are expected to exceed $1.2 billion for 1987-88. 


The Canada Assistance Plan is intended to act as a last resort safety net. 
Under its provisions, the federal government contributes an amount equal 
to 50 per cent of provincial expenditures on assistance payments (food, 
shelter and clothing) to individuals in need, and a range of welfare services, 
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including child welfare, day care, homemaker services for the elderly, 
institutions for the disabled and family counselling. To qualify for federal 
Canada Assistance Plan funds, provincial programs must be designed to 
benefit those "in need or likely to become in need". As well, potential 
beneficiaries must demonstrate their eligibility through either a needs test 
or an income test, as determined by each province and subject to federal 
guidelines. 


Although the Canada Assistance Plan stands out as a highly successful 
example of federal-provincial co-operation, the program has been the subject 
of numerous reviews during the last two decades. In 1970-71, the Senate 
Committee on Poverty issued a report that was critical of the Canada 
Assistance Plan and recommended that it be replaced by a guaranteed 
annual income. Ten years later, negotiations were underway to remove 
social services from the Canada Assistance Plan and provide them through a 
block fund under a proposed Social Services Financing Act modelled on 
Established Programs Financing. The proposal, however, was withdrawn 
when the provinces refused to accept a reduction in the Established 
Programs Financing escalator to GNP growth less one per cent. The 
proposal to replace the federal share of the Canada Assistance Plan and 
other federal tax and transfer programs, such as family allowances and child 
tax credits, with a guaranteed annual income, was resurrected by the 
Macdonald Commission in 1985 when it recommended the adoption of a 
Universal Income Security Program. 


More recently, the Nielsen Task Force on Program Review found no support 
for a major revision of the Canada Assistance Plan. However, its report did 
register concern over the trend toward long-term dependence on assistance 
among "employables" and warned of the danger that future Canada 
Assistance Plan costs may become unaffordable as a result. The Nielsen 
review concluded that it may be necessary to change the open-ended nature 
of Canada Assistance Plan funding by limiting federal spending under the 
agreement. Increasingly, the limits inherent in the Canada Assistance 
Plan’s welfare orientation are becoming more evident as priorities in the 
areas of child care and family violence are pushed to the foreground. 


Provincial-Local Transfers 


In 1987-88, the province will provide $3.9 billion in financial support to 
municipalities and municipal agencies, as indicated in Table 11. 


Provincial support to school boards amounts to more than $3.8 billion, 
including nearly $150 million in capital assistance. 


yet 


Highlights of Provincial Transfers Table 11 
to Local Governments 
($ Million) 
Outlook 
1987-88 
Transfers to Municipalities 
Unconditional 824 
Roads 601 
Transit SHU | 
Social Services Pee 
Health 175 
Environmental 136 
Recreational & Cultural 86 
Other 406 
Ontario Municipal Improvement Fund HUGO, 
Total Municipal Transfers 3,850 


Transfers to School Boards 


General Legislative Grants 3,609 

Capital Grants 147 
Total School Transfers 3,756 
Total Transfers to Local Government 7,606 
Source: Ontario Ministry of Treasury and Economics. 


Transfers to Municipalities 


Transfer payments to municipalities are estimated to increase by 10.9 per 
cent in 1987-88. 


The average annual growth in Provincial support to the municipal sector 
has outpaced inflation since the beginning of the decade. As Table 12 
indicates, total operating transfers increased faster than the rate of 
inflation, while the growth in capital transfers was lower than inflation, 
reflecting the fairly stable pattern of provincial capital activity in general. 


Soh. 


SE 
Provincial Transfers to Municipalities Table 12 
($ Million) 
apes a le a ee pe Se a ee 
Average 
Annua 
Outlook Increase 
1982-83 1987-88 (%) 
Unconditional 627 824 5.6 
Conditional 1,146 1,934 11.0 
Total Operating Ly ies 2,190 oz 
Capital 898 1,032 2.8 
Total Transfers 2,004 3,790 pies 
Ontario Municipal Improvement Fund - 60 - 
Enriched Total Transfers 2.661 3,850 7.6 
Sera a eh ee LE 
Source: Ontario Ministry of Treasury and Economics. 


Municipal Sector Performance 


Municipal spending in 1987 is expected to grow by 8.8 per cent. This growth 
continues to be led by the areas served by regional governments, excluding 
Metro Toronto, which account for 39 per cent of municipal spending. These 
areas are generally experiencing above-average service growth as measured 
by the growth in households. It should also be noted that individual 
municipal patterns of growth within these areas can vary considerably. By 
comparison, Table 13 shows that for the rest of the province spending 
growth is expected to average around 7.8 per cent. 
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Estimated Municipal Spending, 1986 & 1987 Table 13 
($ Million) 
Increase 
1986 1987 (%) 
Metropolitan Toronto 3,404 3,687 8.3 
Other Regional Governments 3,974 4,385 10.3 
All Regional Governments 2318 8,072 9.4 
Cities Not Part of Regional Governments 1,471 1.001 6.5 
All Other Municipalities 1,575 1,697 7.8 
Non-Regional Governments 3,046 3,264 fhe? 
Total Municipal Sector 10,424 B36 8.8 


Source: Ontario Ministry of Municipal Affairs. 
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Since 1982, provincial transfers have almost kept pace with the growth in 
overall local spending. As shown in Table 14, the proportion of municipal 
financing accounted for by transfers has dropped slightly over the period, 
with the difference being made up by municipal property taxes. 


Municipal Revenue Mix Table 14 
(Per Cent) 
1982 1987 
Property Taxation 34.8 36.7 
Provincial Grants 51.5 30.0 
All Other Revenues 33.3) 33.3. 
100.0* 100.0 


* 


Totals may not add due to rounding 


Source: Ontario Ministry of Municipal Affairs. 


Since 1970, property tax burdens (taxes in relation to household incomes) 
have remained below the 3.0 per cent level, and are now approximately 2.4 
per cent. However, over the past five years, overall mill rate increases 
(including school taxes) have outpaced the growth in both inflation and 
incomes. School taxes have contributed more to the recent rise in local 
taxation, growing 8.3 per cent for an average household on an annual basis 
since 1982, compared to 6.9 per cent annual growth in municipal taxes. 


Education Finance 


The funding of elementary and secondary education in Ontario is shared 
between the province and local school boards. The provincial share is 
distributed to school boards through the General Legislative Grants with 
the school board share being raised from local property taxes. School 
funding is a significant component of government spending at both levels, as 
shown in Table 15. 


Education Finance in Perspective Table 15 
(Per Cent) 
1987-88 
Transfer Payments to School Boards 
Relative to Total Local Transfers 49.4 
Relative to Provincial Budgetary Expenditure 10.8 


School Finance in the Local Sector 


School Board Operating Spending Relative to Total 
Local Operating Spending 46.4 


School Taxes Relative to Total Local 
Property Taxes 50.9 


Source: Ontario Ministry of Treasury and Economics. 


» 


as 


" a ie ar 7 | i , 
mi tis ? mi mae romney 


alee ey a*i 
“ A os. a 
ran dau uy s Pea wy. 


‘aeeaee n gaiad consist 
ak - 2 : a ee may ay rf Bay armani 


Cupid 0g B12 hi, 
Pla TransforZ Ft Beri 
Cratign ti Wi: iwinat pei vemnont Figed ig en . if 7 1 Ad 


‘Wi vie Ale) | wha dt iY mandi ry . B48 a RG) Ot arieinie va tamale . Mi 
A A bem = —— a es RE is tayo Ce ami ails amg dy = ia ee en ¥, iat ai 


2 ear) ey 
Ley’ “Tinwticy 4 Treemeusry and Even 


Ca ge reat? PRAT mer = oqmnenitiameendge manned lk 
(esinona) blodseuod oi noltelos al 2¢ weed enstriad yal yixeqotg “areT ie 
haku Mihat RRinoaGs M5pry PAK PIS. , love! taeh-vaq 0.8 edt woled bonieare evans 
on wei aie Hint |insavo wissy ovil Jeg 981 19v0 AsvewoH. .tdeo 194 
BE RELA HG ct A ahs OF He RGIHE raieeeates. aia 
asi nt Met Hiydsi Wik at GY Hd UTMOST SV EP BOISE «late ia ex 
Mettd HAW Ri ie io? DYMO DH bye BOG We AGT FASS OS RRMA cloniistad 


MOS BAR Seto nee YEE BY Prcay S86 tae OUR Gane 
me the mew! in holds it abpuld iso. he noted tha: lane vidoe 


Lol gal a \y : prs orth paste ; these erage oon. wary ser ie Belinhs! oop A 


* BE bd ‘aati ldo, Bi sais ‘  relieg 9 siapeie eh ripedenk | 
Si Steal a nq ef footise has sonivetq siJ asawisd 
cmaphtpr Apheabioe widsigebeaaed>ai- deeds nib 
P foiorl ste) Mati v pest top datek iGAs heal Tyalod suede prised dbddeaeds 
Soh! ihe val ditod te gait cage Imecmrrsv0y to anal 5 ee 
ae 


7,4 4 pry ri 


Pvt ye i 


PO tee 6 gomiGadie = ee ee ee 


ee 
Met u MNOS A conta aa cl 
cite Se | re a, Lot 
4) jo BB RAR oo rye Peee. 502g 34 ; 
Pi haw Not Mort of Regional Oy vasa . abren Ht looted. 2 Qh none werent 
Mit ny e MM<¢ hits S1Ge . Ryne? Leb ppe'l of owpalat 
 Nap-itethPA) Govereenunia exuNbnagasl quayaghutl sane es ee 


a emis — ne OE he EE geet -——><etbesamene 
’ >» 
yt VF gueline) Factor Ei 
RET Fa «hla Gan mp mame el ala Pret ! 
Sear hee lag «i Muni dpa Ailw ee 
wai 10 = * Sees eere- 
~ us 


287 — 


Appendices 


B33. 
GLOSSARY OF TERMS 


Ad Valorem Tax - A percentage-based tax, typically applied to a measure 
of value such as selling price. 


Basic Federal Tax - The level of tax determined by applying the federal tax 
rate schedule to taxable income. It is not federal tax payable, which is basic 
tax adjusted by credits, surtaxes or reductions. Ontario’s tax rate of 50 per 
cent is applied to Basic Federal Tax to yield Basic Ontario Income Tax. 


Budgetary Revenue - Includes revenue raised through taxation, 
premiums, fees, licenses and permits, payments from the federal 
government under fiscal arrangements and shared-cost programs, and 
income from investments. 


Canada Assistance Plan - Federal-provincial cost-sharing mechanism for 
provincially-administered social assistance and welfare programs. 


Capacity Utilization Rate - The actual output of an industry as a 
percentage of the output it could produce with its existing plant, equipment 
and work force. 


Consolidated Public Sector Funded Debt - Funded debt incurred at all 
levels of Provincial jurisdiction including the Province, Ontario Hydro, 
municipalities, hospitals, universities and colleges. 


Consumer Price Index - A monthly index measuring the retail prices of a 
fixed basket of goods and services purchased by consumers. 


Consumption - The value of spending by consumers on goods and services, 
measured in current dollar terms (nominal) or adjusted for inflation (real). 
Consumption accounts for approximately 60 per cent of Gross National 
Product. 


Cost-of-living Adjustment - An adjustment to incomes, wages or other 
payments to maintain previous purchasing power in the face of changing 
consumer prices. 


Debt to Equity Ratio - The total debt of industrial corporations divided by 
total shareholders’ equity. 


Deductions - Reductions in the tax base, usually for specific expenses 
incurred in order to earn income. 


Economies of Scale - Reductions in the average cost of production achieved 
by increasing the volume of output. 


Equalization - Unconditional transfers from the federal government to 
qualifying provinces with the purpose of ensuring that provincial 
governments have sufficient revenues to provide reasonably comparable 
levels of public service at reasonably comparable levels of taxation. 


Established Programs Financing - Unconditional federal payments to 
the provinces in respect of health care and post-secondary education. 
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Exemptions - Amounts deductible from income in recognition of specific 
personal circumstances. 


Expenditures - Expenditures on government programs include payments 
for goods and services, interest on the public debt, salaries, transfer 
payments to individuals, municipalities and institutions, subsidies and 
grants, the acquisition and creation of fixed assets, and the lending, 
investment and trust administration activities of the Government. 


Export - A good or service which is produced in one country or jurisdiction 
and sold to another. 


Final Demand - Purchases of goods and services within the economy, 
excluding inventory change. 


Final Domestic Demand - Purchases of goods and services within the 
economy, excluding the foreign sector (exports and imports) and inventory 
change. 


Fiscal Arrangements - Institutional vehicles through which the federal 
government transfers funds to the provinces as part of its commitment to 
shared-cost programs and interprovincial fiscal capacity equalization. 


Fiscal Capacity - Measure of a province’s relative ability to raise revenues 
from available revenue sources. 


Fiscal Policy - The use of the Government’s spending and taxing power to 
regulate the aggregate level of economic activity. Expansionary fiscal 
policy is generally characterized by an increase in discretionary spending or 
a tax cut. 


Fiscal Stabilization - Unconditional cash transfers from the federal 
government to ensure that no province’s tax revenues, measured on the 
basis of constant tax rates and structure, plus its equalization payments, 
will be less than they were in the previous year. 


Funded Debt - Debt which has a specified term to maturity and is secured 
by a debt instrument such as a bond. 


Gramm-Rudman - A deficit-trimming formula proposed by U.S. Senators 
Gramm and Rudman which establishes a schedule of annual deficit 
reduction targets culminating in a balanced federal budget by 1990. If these 
targets are not met, the President would be required to achieve them 
through automatic reductions in most categories of federal government 
expenditures. 


Gross Borrowing - Total borrowing including borrowing necessary for debt 
retirement purposes. 


Gross Domestic Product (GDP) - The value of goods and services 
produced within the geographic boundaries of an area. 


Gross National Product (GNP) - A nation’s total output of goods and 
services, expressed either in current dollar value (nominal) or adjusted for 
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inflation (real). The percentage change in real GNP is the usual measure of 
the real growth rate of the economy. 


Gross Provincial Product (GPP) - The value of goods and services 
produced within the geographic boundaries of a province; may be measured 
in current dollar terms (nominal) or adjusted for inflation (real). 


Guaranteed Debt - Debt for which the Province agrees to meet the costs if 
the borrowing party can not; primarily, for Ontario Hydro. 


Household Formation - Net increases in new households in a period. 


Import - A good or service which has been bought from another country or 
jurisdiction. 


Inflation - A continuing rise in the general price level. 


Interest Rate - The price paid (charged) by a borrower (lender) of money. 
Nominal interest rates are those actually paid; real interest rates are 
nominal rates less the expected rate of inflation (current rates of inflation 
are generally used as proxies for expected rates). 


Interest Service Ratio - Total interest payments taken as a per cent of cash 
flow of industrial corporations before interest and taxes are deducted. 


Inventory - The various raw materials, parts and finished goods plus work- 
in-progress of a firm, and their total value. 


Inventory Accumulation - An increase in the level of inventories held in 
the economy. 


Investment - The value of spending on capital goods such as houses, plant 
and machinery and equipment; may be measured in current dollar terms 
(nominal) or adjusted for inflation (real). 


Labour Force - The total number of persons, age 15 and over, who are 
either employed or looking for work. 


Marginal Tax Rates - A schedule of rates used to determine the amount of 
tax payable at various taxable income levels and on each additional dollar of 
taxable income. 


Monetary Policy - The policies of the central bank (Canada - Bank of 
Canada; U.S. - Federal Reserve Board) that determine the availability and 
cost of capital (i.e., interest rates) in the economy. Tight (anti-inflationary) 
monetary policy restricts growth of the money supply, thus raising interest 
rates and reducing inflation by squeezing demand from the economy. 


Multi-Stage Sales Tax - a percentage-based tax which applies to the 
difference between the taxable sales and taxable purchased inputs for each 
transaction of the production and distribution process, such that only the 
value added is taxed at each stage. 


Net Borrowing - Gross borrowing less borrowing needed for debt 
retirements. 
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Net Cash Requirements (NCR) - The difference between total revenue 
inflows to and total expenditure outflows from the Consolidated Revenue 
Fund. 


Nominal (GNP, consumption, etc.) - In current dollars; not adjusted for 
inflation. 


Non-Budgetary Revenue - Is the inflow of funds into the Consolidated 
Revenue Fund as a result of repayment of loans, deposits into pension and 
related benefit accounts and payments into special purpose accounts such as 
P.O.S.O and other trust accounts. 


Non-Marketable Securities - Securities which may not be bought or sold 
in public capital markets. 


Non-Public Borrowing - Borrowing from non-public sources of funds, 
usually pension funds like the Canada Pension Plan. 


OECD Countries, Major - Canada, France, Italy, Japan, United Kingdom, 
United States, West Germany. 


Operating Position - The difference between total current revenues and 
total current expenditures excluding capital expenditures. 


Organization for Economic Cooperation and Development (OECD) - 
An organization of industrial nations, with a permanent staff of officials, 
established in 1961 to improve trade and investment flows among its 
members, to help analyze and deal with balance-of-payments and other 
economic problems and to coordinate foreign-aid policies. 


Other Budgetary Revenue - Equals total budgetary revenue minus 
taxation revenue and payments from the federal government. Major sources 
include OHIP premiums, LCBO and Lottery profits, fees and licenses and 
interest income. 


Own-Purpose Debt - Debt issued by Ontario for Provincial use only. This 
excludes debt issued by Ontario on behalf of Ontario Hydro. 


Paid-Up Capital - For most corporations, paid-up capital funds invested in 
the corporation by its shareholders and other parties, loans or advances 
made to the corporation, and its cumulative undistributed corporate profit 
less its investment in other firms. 


Participation Rate - The percentage of the population age 15 and over that 
is in the labour force. 


Payroll Tax - An employment income-based tax, usually a percentage, 
which may be levied on the employer, employee or on both. 


Per Point Yields - An estimate of direct revenue which would be gained or 
lost for a first unit change in relation to a specified change in tax rates. 


Personal Disposable Income - The income remaining to persons for 
consumption or saving after deduction of income taxes, other personal direct 
taxes, CPP premiums, etc. 
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Personal Income - The income received by persons from all possible 
sources. 


Personal Income Tax Revenue Guarantee - Federal program to ensure 
that amendments to the federal Income Tax Act will not reduce a province’s 
personal income tax revenues by more than one per cent 


Personal Savings Rate - Percentage of personal disposable income that is 
not spent for current consumption. 


Prime Rate - The interest rate charged by chartered banks to their most 
credit-worthy customers. 


Productivity - Output per unit of input (labour, capital, energy) employed. 


Protectionism - Advocacy of protective tariffs and other barriers to trade as 
a means of developing national wealth. 


Public Borrowing - Borrowing which is done through public capital 
markets. 


Public Debt Interest - Interest paid by Ontario on total debt incurred for 
its own purpose. 


Real (GNP, consumption, etc.) - Adjusted for inflation, constant dollars. 


Real Domestic Product (RDP) -Gross domestic product adjusted for 
inflation. 


Recession - A downturn in the business cycle characterized by weak 
economic activity and high unemployment. Two consecutive quarters of 
decline are generally considered to indicate a recession. 


Recovery - The upturn of the business cycle characterized by an increase in 
economic activity. 


Representative Tax System - A series of thirty-seven distinct revenue 
sources used to determine what provinces, collectively, tax. 


Revenue - Includes revenue raised through taxation, premiums, fees, 
licences and permits, payments from the Federal Government under the 
Fiscal Arrangements and shared-cost programs and income from 
investments and earnings from advances and investments to public sector 
bodies. 


Seasonal Adjustment (seasonally-adjusted) - A statistical adjustment to 
take account of seasonal factors, such as weather, so that data more 
accurately reflect underlying trends. 


Specific Rate of Tax - A fixed rate per unit, (e.g. cigarettes will be taxed at 
the rate of 2.7 cent each). 


Surtax - A tax additional to basic Ontario or basic federal tax, usually 
calculated with reference to basic tax or to taxable income. 


Tariff - A tax imposed on imported goods, levied either as a percentage of 
their value or according to the number of units imported. 
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Tax Base - The taxable value to which tax rates are applied; (e.g. the 
taxable portion of income; or the value of goods and services taxed under the 
retail sales tax). 


Tax Collection Agreement - The agreement between each province and 
the federal government that authorizes the federal government to collect 
that province’s personal income tax. Under the current arrangements the 
provinces agree to calculate their tax as a percentage of basic federal tax, 
effectively waiving all rights to determine the tax base. Provinces are 
permitted limited credit and surtax/reduction programs. Some provinces 
have similar arrangements for corporate income taxes. 


Tax Credit - A reduction of certain taxes paid, with the amount of the credit 
determined by a specified formula. The Ontario Tax Credits, for example, 
offset property and sales taxes for individuals by reducing Ontario personal 
income taxes. The level of this credit is a function of both the amount of tax 
paid and the ability to pay of the individual. Asa result, credit benefits fall 
as income rises - effectively redistributing tax burdens in favour of lowest 
income individuals. 


Tax Effort - Measure of the relative extent that a province actually taxes 
available revenue sources. 


Total Debt - Funded and unfunded debt borrowed for the Province. 


Unemployment Rate - The number of persons in the labour market who 
are unemployed, as a percentage of the labour force. The seasonally 
unadjusted rate is referred to by Statistics Canada as the “actual” 
unemployment rate. 


Unfunded Debt - Debt which is not secured by a debt instrument such as 
deposits with the Province of Ontario Savings office. 


Unit Labour Cost - A measure of productivity calculated by dividing the 
total wage bill by the total number of units of a good or service produced. 


Value-Added - The value of a firm’s output minus the value of the inputs it 
purchases from other firms. 
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Ten-Year Review of Selected Financial 
and Economic Statistics 
($ million) 


1978-79 1979-80 1980-81 1981-82 


Financial Transactions 


Revenue 13,233 15,246 16,470 18,886 
Expenditure 14,413 15,830 17,273 20,389 
Net Cash Requirements 1,180 584 803 1,503 
Financial Position 
Total Debt 16,467 18,097 19,512 21,354 
Funded Debt? 
(excluding Ontario Hydro) 14,038 15,196 16,215 17,592 
Provincial Debt Transactions (net) 1652 ris 968 1,363 
Gross Domestic Product (GDP) 
at Market Prices? 92,408 104,367 114,992 131,831 
Personal Income’ 75,832 84,607 94,407 110,028 
Population - June (’000) 8,440 8,501 8,570 8,625 
Funded Debt per Capita (dollars) 1,663 1,788 1,892 2,040 
Personal Income per Capita (dollars) 8,985 9,953 11,016 TZyot 
Total Expenditure as a per cent of GDP 15.6 15.2 15.0 15.5 
Net Cash Requirements 
as a per cent of GDP 1.3 0.6 0.7 £1 
Total Debt as a per cent of GDP 17.8 Pio 17.0 16.2 
Funded Debt as a per cent of GDP Po 14.6 14.1 13:3 
Cumulative Net Borrowing 
for Ontario Hydro 
USS. 4,141 4,506 4,379 5,043 
C.P.P. ~ = 500 1,000 
Contingent Liabilities 
(mainly Ontario Hydro) 7,096 7,904 8,553 9,284 
a niseseeieseeineinnsssusnaneesncicnnuenelsoctonnent messes cassies poems dapieg eooainig Meee ies dante agate eee 


1 Funded Debt includes debentures, notes and Treasury Bills. 


2. Gross Domestic Product and Persona! Income are calculated on a calendar year basis. The amounts 
appearing ina fiscal year column are for the preceding calendar year. 


3 Ontario Finances, September 30, 1987 
Note: All funds are quoted in Canadian dollars. 
* Before extraordinary adjustments. 
** After extraordinary adjustments. 
N/A - not available. 
Source: Ontario Ministry of Treasury and Economics 
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Table C8 


Interim3 
1982-83 1983-84 1984-85 1985-86* 1985-86** 1986-87 1987-88 


20,433 22,647 25,196 27,692 30,858 31,223 34,221 
22,911 24,936 26,898 29,297 32,968 32,071 39,194 
2,478 2,289 1,702 1,605 2,110 1,348 973 
23,955 27,406 30,041 32,904 32,904 35,103 36,968 
19,643 22,503 24,593 26,695 26,695 27,921 28,827 
2,051 2,860 2,090 2,102 2,102 1,194 906 


rr 


137,098 151,790 1405993 185,530 185,530 202,076 220,142 
122,341 131,952 146,067 158,990 158,990 171,608 184,800 


8,702 8,798 8,901 9,010 9,010 9,114 9,207 
2,207 2,558 2,763 2,963 2,963 3,064 3,131 
14,059 14,998 16,410 17,646 17,646 18,829 20,072 
LO, 16.4 15.7 15.8 17.8 16.1 16.0 
1.8 1.5 1.0 0.9 1.1 0.7 0.4 
17.5 18.1 17.6 Viet iA, 17.4 16.8 
14.3 14.8 14.4 14.4 14.4 13.8 Pook 
6,058 6,487 7,206 7,189 7189 6,667 N/A 
1,000 1,000 1,000 1,000 1,000 P1It9 N/A 
11,122 12,711 14,220 15,963 15,963 17,603 N/A 
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Preface 


In Spring 1986, the Legislature set up the Standing Committee on Finance and 
Economic Affairs to “consider and report to the House its observations on the fiscal 
and economic policies of the Province.” The 1988 Economic Outlook and Fiscal 
Review is part of the Government’s efforts to assist the Committee in its 
endeavours and to enhance the general process of public consultation leading to 
the development of the 1989 Ontario Budget. 
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The Ontario Economic Outlook 


Ontario Economic Outlook at a Glance 


1987 1988 1989 
Real Growth (%) 4.4 4.5 2.9 
Inflation (%) 5.1 4.7 5.1 
Job Creation (000s) 151 180 105 
Unemployment Rate (%) 6.1 5.0 5.0 


Ontario is entering its seventh consecutive year of economic growth. 


Driven largely by business investment, the economy should continue to expand in 
1989. The rate of growth will be more moderate and sustainable, with real Gross 
Domestic Product increasing by 2.9 per cent. Smaller employment gains and a 
stable savings rate will restrain spending growth compared to the last few years. 


The economy will nevertheless generate over 100,000 new jobs in 1989. 
Unemployment will average 5.0 per cent -- unchanged from 1988, and the lowest 
level since 1974. 


Inflation will remain stable, rising only slightly to 5.1 per cent. 


Ontario Economic Outlook: Towards Sustainable Growth 


Recent Performance: Growth Continues 


The current economic expansion has continued without interruption for 24 
quarters. It is now the second longest expansion since 1950, surpassed only by the 
o2-quarter period of growth between 1961 and 1973. Over the past six years, real 
output in Ontario has expanded by 42 per cent. Employment has increased by 
860,000 jobs. 


Ontario emerged from the 1981-82 recession with substantial unemployed labour 
and plant capacity, significant pent-up demand for consumer durables and 
housing and a high level of savings. These factors have made possible the rapid 
growth in output and employment to this point in the expansion. 


Spare capacity has now been absorbed and the savings rate has declined to its 
lowest level since 1971. As a result, a transition to more moderate and sustainable 
growth is underway. 


Ontario had fully recovered from the recession by 1984. Since 1985, real output in 
Ontario has grown by an average 5.2 per cent a year, and employment has 
increased by 3.6 per cent annually. In both output and employment terms, 
Ontario has experienced higher growth than any of the major industrialized 
countries. 


INTERNATIONAL COMPARISON OF REAL OUTPUT GROWTH 
1985-1988 


% Average Annual 
Growt 


Ontario Japan Canada U.K. U.S. Italy Germany France 


Source: International Monetary Fund, Statistics Canada and Ontario Ministry of Treasury and Economics. 


During the 1983-1984 period, consumer spending and exports were the fastest 
growing components of aggregate demand. By contrast, in the 1985-1988 period, 
the expansion was led primarily by residential construction and business 
investment in plant and equipment. The strength of the expansion was based on a 
number of developments. These included growth in personal income and corporate 
profits, healthy growth abroad, lower oil prices, stable interest and inflation rates 
and an exchange rate that enhanced international competitiveness. 


Real business investment grew at an average annual rate of 14.2 per cent over the 
1985-1988 period, reflecting plant expansion to satisfy increased foreign and 
domestic demand and plant modernization to meet international competition. 


An estimated 300,000 homes were built in Ontario over the four-year period 1985 
to 1988. Sales of these homes were supported by pent-up demand from the early 
1980s, high levels of net interprovincial and international migration, and a 
decline in mortgage interest rates. 


SOURCES OF REAL GROWTH IN ONTARIO 
1985-1988 


% Average Annual 
Growt 


Consumption Government Residential Business Exports 
Spending Construction Investment 


Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


The Ontario economy has continued to expand in 1988. By the end of this year, the 
economy will have created a record 180,000 additional jobs. The average 
unemployment rate in 1988 is estimated at 5.0 per cent, down more than a full 
percentage point from 1987. 


In recent years, growth in Ontario has outpaced that in the rest of Canada; in 
1988, however, growth in the country has become more balanced. 


e In 1986 and 1987, Ontario's real output expanded at an average annual rate of 
5.4 per cent, compared to 2.4 per cent for the rest of Canada. 


e In 1988, real output growth in Ontario will be an estimated 4.5 per cent, 
compared to 4.1 per cent for the rest of the country. 


Key Assumptions: 1989 


International and interprovincial exports account for almost half of the provincial 
GDP. The Ontario economy is therefore highly sensitive to growth in its major 
export markets. Energy prices and financial markets also have an important 
bearing on the outlook. 


|S TRUS NARS STEN TREATS MATER GOTH OMT MISERIES RE SIS DRA RSS A BESET SE ER TRL IES SST STERILITE LR ESSE SCIEN SS IT RES ELEE AES, 
Ontario’s Export Markets, 1987 Table 1 
eee 
Share of Ontario GDP 
United States 28.4 
EEC 1.4 
Japan 0.4 
Other 1.9 
Total International 32.1 
Rest of Canada 15.4 
Total 47.5 


Source: Ontario Ministry of Treasury and Economics. 


The International Outlook 

According to International Monetary Fund projections, real output in the Group of 
Seven industrialized nations will expand by over 4.0 per cent in 1988, surpassing 
last year's growth rate of 3.2 per cent. 


In the U.S., real GNP will post its strongest performance since 1984, based on 
buoyant exports and machinery and equipment spending. Strong growth in 1988 
has reduced unemployment to its lowest level in fourteen years and strained plant 
capacity. Capacity utilization has risen to 84 per cent -- the highest level since the 
late 1970s. Higher import prices and the drought have also contributed to cost 
pressures. 


Inflation fears have prompted the Federal Reserve Board to raise interest rates by 
one and a half percentage points since the spring. The restrictive stance in 
monetary policy is expected to continue and to restrain inflationary pressures by 
slowing down economic expansion next year. Weak oil prices should also restrain 
inflation. 


In 1989, the rate of growth of U.S. real GNP will decline to a projected 2.4 per cent 
from 3.9 per cent in 1988. Consumer price inflation will creep upwards from about 
4.0 per cent in 1988 to just under 5.0 per cent in 1989. 


U.S. ECONOMIC PERFORMANCE AND PROSPECTS 
1983-1989 
% 


Real GNP 
Growth 


= Domestic § 


1983 1984 1985 1986 1987 1988 1989* 


= Forecast. 
Source: U.S. Department of Commerce and Ontario Ministry of Treasury and Economics. 


Despite the relatively strong growth of the past year, considerable uncertainty 
characterizes the short-term U.S. outlook. The trade deficit remains 
unsustainably high. It is estimated to be $140 billion (U.S.) in 1988, down from 
$170 billion in 1987. Nonetheless, this continued high level, coupled with 
increased outflows of interest payments, raises the prospect of further depreciation 
of the dollar. The federal budget deficit represents another difficult challenge for 
the new President; negotiations with Congress will be crucial in setting the 
direction of fiscal policy. The Administration will have to deal effectively with 
these twin challenges in order to maintain confidence in the dollar and stability in 
interest rates. 


The outlook for other major industrialized countries is also one of moderating 
economic growth in 1989. The International Monetary Fund projects that real 
GDP in the four largest economies of Western Europe will expand by 2.3 per cent 
on average, after this year’s 3.2 per cent advance. Japan's economy is expected to 
grow by 4.2 per cent, based on strong domestic demand, following a 5.8 per cent 
rise this year. 


Rest of Canada 

Growth in the rest of Canada in 1989 is expected to make a modest contribution to 
Ontario's export position, with strength in Quebec and the Atlantic provinces 
offsetting weakness in Western Canada. 


Continuing strength in markets for seafood products and the start of construction 
on several major projects should enable the Atlantic provinces to grow faster than 
the national average. 


In Quebec, which accounts for the largest proportion of Ontario's interprovincial 
exports, non-residential construction activity, led by Hydro Quebec's James Bay II 
power project, will sustain growth in 1989. 


Manitoba and Saskatchewan are expected to record higher growth rates in 1989 as 
farm output rebounds, following the 1988 drought. 


Uncertainty about oil prices is expected to dampen the pace of economic activity in 
Alberta. Weakness in the U.S. housing market will constrain growth in British 
Columbia’s lumber industry. 


Financial Markets 

Over the past two years, inflation rates in Canada and the United States have 
converged. The Bank of Canada has, nevertheless, maintained a wide differential 
between Canadian and U.S. short-term interest rates. As a result, the real 
interest rate spread has increased sharply. This has led toa rapid appreciation in 
the value of the Canadian dollar relative to its U.S. counterpart. In addition, the 
apparent determination of the Bank of Canada to pursue its anti-inflation 
objective has reinforced upward pressure on the Canadian dollar. 


3-MONTH TREASURY BILL DIFFERENTIALS 


% Exchange Rate 1987-198 Heed eaten 


CANADA AND U.S. CPIINFLATION CANADA-U.S. EXCHANGE RATE AND CANADA-U.S. 
-1988 


.84 325 

82 T-Bill Spread 275 
fe 

.80 225 

78 175 


‘ United States 76 


Exchange Rate 


74 75 
72 25 
1987:1 2 3 4 1988:1 2 3 1987:1 2 3 4 1988:1 2 3 
Source: Statistics Canada and U.S. Department Source: Bank of Canada. 
of Labor. 


Interest rates in both Canada and the United States are expected to rise by one- 
half to one percentage point during the first half of 1989. However, as the pace of 
economic activity slows later in the year, rates are expected to begin to decline. 


The recent convergence of Canada-U-S. inflation rates and the rise in the 
Canadian dollar indicate clearly that there is room for a narrowing of the Canada- 
U.S. short-term interest rate differential. The forecast assumes that the Bank of 
Canada will allow the interest differential to narrow somewhat in 1989. The 
average value of the dollar is expected to remain in the 80 to 83 cent (U.S.) range. 
(See pages 26-28 for a discussion of the adverse competitive impacts of exchange 
appreciation.) 


Energy Prices 

For 1988, the province's import bill for oil and natural gas will be an estimated 
$5.8 billion, 13 per cent lower than in 1987. This drop is principally the result of a 
modest reduction in international oil prices and an increase in the value of the 
Canadian dollar. 


The outlook for oil prices depends to a considerable degree on developments within 
OPEC and in the Middle East. In recent months, a number of OPEC members 
have exceeded their production quotas and oil prices have fallen. Although the 
prospect of even lower oil prices and lower oil revenues should act as a unifying 
force within OPEC in 1989, fundamental disagreements within the cartel could 
lead to continued price weakness. 


On the demand side, while the major industrial economies will continue to grow, 
the associated growth in crude oil demand will be modest and will not have a major 
influence on crude prices. 


On balance, delivered oil prices are expected to fall within the U-S. $15-$17 per 
barrel range in 1989, down from about U.S. $18.31 in 1987 and US. $16.00 in 
1988. 


Sources of Growth in 1989: Investment Leads the Way 


Business investment will be the strongest source of economic growth in 1989. 
Growth in other components of domestic demand will moderate, most notably 
consumer spending and housing. 


Business Investment 

Investment in plant and equipment continued to be strong in 1988. Further 
increases are expected next year, although at a slower pace. Strength in business 
investment is the result of healthy corporate profits, high rates of capacity 
utilization, continued sales growth and the introduction of new technologies. 


Corporate profits in Ontario are expected to grow by 9.6 per cent in 1989, following 
an estimated 17.0 per cent rise in 1988. Robust growth in the Canadian economy, 
strengthening commodity prices and continued cost-cutting measures have all 
contributed to strong profit growth. 


As a result of steady increases in industrial production, capacity utilization rates 
have risen sharply since the recession of 1981-82. Further increases in sales will 
spur more investment as businesses move to eliminate production bottlenecks. 


* 


CAPACITY UTILIZATION RATES IN CANADIAN MANUFACTURING 
1982 - 1988 
% 


90 


85 


80 


75 


70 


65 


1982 1983 1984 1985 1986 1987 1988* 


First two quarters. 


Source: Bank of Canada. 


e The overall capacity utilization rate for total non-farm goods-producing 


industries in Canada climbed from a low of 69.3 per cent in the last quarter of 
1982 to 86.5 per cent in the second quarter of this year. 


Manufacturing industries experiencing capacity utilization rates in excess of 
90 per cent include food and beverages, rubber and plastic products, textiles, 
furniture, primary metals, fabricated metals, electrical and electronic products 
and non-metallic mineral products. The mining, utilities and energy 
industries also have capacity utilization rates above 90 per cent. 


The rise of the Canadian dollar since late 1986 has sharply reduced the cost 
advantage enjoyed by Ontario industry vis-a-vis U.S. producers. Nevertheless, 
Ontario remains competitive with other provinces and U.S. states as a production 
location for most industries. (The issue of competitiveness is discussed more fully 
in Chapter III.) 


Total business investment is forecast to increase from $29.0 billion in 1988 to 
$32.7 billion in 1989. 


Non-residential construction is expected to grow 10.6 per cent in 1989, after a 
15.9 per cent increase this year. 


Machinery and equipment investment is forecast to increase 13.7 per cent in 
1989, after an estimated 18.0 per cent increase in 1988. 


BUSINESS INVESTMENT 
1985-1989 
$ Billion 
40 


Non-Residential Construction 


Machinery and Equipment 


35 


30 


1985 1986 1987 1988 1989* 


ae Forecast 
Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


Housing 

During the early part of the recovery period, household formation outpaced new 
home construction, causing vacancy rates to fall well below normal levels of about 
3 per cent. Since 1985, strong income and employment growth, lower interest 
rates, pent-up demand from the recession and high levels of immigration have 
combined to produce strong demand for housing. 


Ontario has experienced three years of strong residential investment spending, 
primarily due to robust activity in new home construction. Over the 1985-87 
period, the annual rate of growth for residential investment averaged 26.4 per 
cent. During the same period, there were more than 250,000 housing starts, an 
annualized increase which is well above that of the past decade. In 1987 alone, 
there were 105,213 starts, the highest level since 1973. 


New home construction has continued at a healthy pace during 1988, rebounding 
quickly from a series of strikes during the summer. Housing starts are estimated 
to total 98,000 in 1988, the second highest level since 1973. 


sar 


ONTARIO HOUSING STARTS AND RESIDENTIAL INVESTMENT 
1985-1989 
Investment 


Starts 
000°s Housing Starts Residential Investment % Growth 


1985 1986 1987 1988 1989* 


3 Forecast 
Source: CMHC, Statistics Canada and Ontario Ministry of Treasury and Economics. 


In 1989, a more sustainable pace of 86,000 starts is expected. 


e While the pace of housing starts rose steadily between 1984 and 1987, only 
since 1987 has new home construction been greater than household formation. 
With vacancy rates still well below normal levels, new home construction is 
expected to continue to outpace household formation in 1989. 


e Nevertheless, housing activity will be restrained by rising house prices and 
interest rates. 


As housing activity moderates from the extraordinary pace of 1987, the rise in 
residential investment is expected to slow to 10.1 per cent this year and 9.5 per 
cent in 1989. Renovation, which currently accounts for about a third of total 
residential investment, is expected to grow strongly as homeowners continue to 
improve their property. 


Consumer Spending 


Robust growth in personal income and a decline in the savings rate to a 15-year 
low fuelled strong consumer spending in 1987. Consumption played a less 
prominent role in economic growth in 1988. A levelling off in the personal savings 
rate and slower employment growth will lead to a further reduction in the growth 
in personal expenditures in 1989. 


e Growth in real consumption is forecast at 2.7 per cent in 1989, down from 3.3 
per cent in 1988 and 4.7 per cent in 1987. 


Spending on services will grow faster than spending on goods. In particular, 
demand for consumer durables is expected to grow more slowly in 1989. Much of 
the recent strength in durables reflected the furnishing of newly constructed 
homes; as the housing boom continues to moderate, this source of demand growth 
will shrink. 
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Over the last several years, consumer spending increases have outpaced income 
growth, driving down the personal savings rate. The savings rate is expected to 
level off in 1989 as consumers adopt a more cautious spending stance and as 
savings rates reach those which are contractually fixed (for example, in employer- 
sponsored pension plans). The rise in interest rates since mid-1988 will also 
encourage higher personal savings in 1989. 


GROWTH IN REAL CONSUMPTION AND SAVINGS RATE 
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Increases in average real wages will partially offset the negative effect of slower 
employment growth on total personal income. Overall, personal income growth is 
expected to slow marginally from 8.0 per cent in 1988 to 7.3 per cent in 1989. 
Recent tax changes have supported growth in disposable income this year, and will 
continue to do so in 1989. 


The burden of household debt payments has grown rapidly since 1985 and will 
constrain consumer spending in 1989. Between the first quarter of 1985 and the 
second quarter of 1988, consumer debt by Canadians increased 54.6 per cent while 
disposable income rose only 19.9 per cent. Interest payments on mortgage debt 
reached an estimated 25 per cent of household disposable income, up from 18 per 
cent in 1985. The growth in household debt has also made consumer behaviour 
more sensitive to interest rate movements and will contribute to slowing consumer 
spending growth. 


External Trade 


Exports have increased sharply in 1988. Ontario’s auto producers have gained a 
larger share of the North American auto market, and strong international demand 
for industrial inputs has spurred exports of resource products, particularly 
newsprint, chemicals and metals. In nominal terms, Ontario exports are 
estimated to have grown by more than 9 per cent in 1988, up sharply from 1.1 per 
cent the previous year. 
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Over the first nine months of 1988, total Canadian merchandise exports to the 
U.S. increased 6.8 per cent. Merchandise exports to other countries rose by 22.6 
per cent over the same period. This rapid growth in exports to countries other than 
the U.S. largely reflects the impact of currency realignments over the past three 
years. 


e Between September 1985 and October 1988, the Canadian dollar depreciated 
38.1 per cent against the yen, 27.2 per cent against the mark, 18.5 per cent 
against the franc, and 10.8 per cent against the pound. 


CANADIAN DOLLAR EXCHANGE RATES OF MAJOR CURRENCIES 
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Overall, Ontario's nominal trade balance is estimated to have improved in 1988, 
thanks to the rebound in auto exports and much improved terms of trade. In real 
terms, however, imports of goods and services are growing considerably faster 
than exports. External trade is therefore having a negative impact on the rate of 
real growth. 


A small decline in the nominal trade surplus is expected in 1989. In real terms, 
trade will continue to restrain growth. 


Exports to the United States are expected to rise next year, although the increase 
will be limited by weaker growth in the U.S. economy. The ongoing effect of recent 
currency changes, coupled with the relatively strong growth expected in J apan, 
should lead to a continuing rise in the share of exports destined for third countries 
in 1989. Within Canada, weakness in Ontario’s exports to Western Canada should 
be offset by stronger exports to Quebec and the Atlantic provinces. Strong 
investment spending growth in Ontario will lead to a further increase in imports 
of machinery and equipment. 


e Exports will increase by $3.6 billion to $120 billion in 1989. 


e Imports are forecast to reach $108 billion in 1989, up $5 billion or 4.9 per cent, 
from the level in 1988. 
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Inflation 


Inflation has been remarkably stable over the past four years, despite increasing 
tightness in labour markets. Over the 1985 to 1988 period, Ontario's inflation 
rate, as measured by the Consumer Price Index, ranged from a low of 4.1 per cent 
to a high of 5.1 per cent. 


CANADA AND ONTARIO CPI INFLATION 
1985-1989 


Canada 


ss Ontario 


1985 1986 1987 1988 1989* 


ss Forecast 
Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


For 1988, Ontario's inflation rate is estimated at 4.7 per cent, down from 5.1 per 
cent in 1987. Nationally, consumer prices increased approximately 4.1 per cent in 
1988, compared to 4.4 per cent in 1987. The 1988 easing of inflation reflects 
smaller increases in food prices and lower costs for petroleum products. 


In 1989, inflation is expected to rise to 5.1 per cent in Ontario and to 4.9 per cent 
nationally. Several factors will contribute to the rise in inflation. 


e The 1988 drought is expected to add to price pressures next year. 


e¢ The recent run-up in many non-agricultural raw material prices will be passed 
through into consumer prices. 


e Wage increases exceeded the inflation rate in 1988. The resulting real wage 
gains may increase upward price pressures, particularly for services. 


Partially offsetting these factors will be the ongoing impact of Canadian dollar 
appreciation, less rapid economic growth and an expected slowing in house price 
increases. Oil prices may also contribute to moderating inflationary pressure in 
1989, although to a smaller degree than in 1988. 


The gap between the Ontario and national inflation rates in recent years has been 
primarily the result of greater house price increases in the Toronto region. In 
1989, the Ontario-Canada gap is expected to narrow as house price increases in 
southern Ontario moderate. 
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Employment and the Labour Force 


Over the four-year period 1985 to 1988, the number of employed Ontarians 
increased by 643,000 -- an average annual growth rate of 3.6 per cent, higher than 


in any major industrial country. 


INTERNATIONAL COMPARISON OF EMPLOYMENT GROWTH 
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France 


In 1989, employment is forecast to grow by 105,000. The unemployment rate will 


average 5.0 per cent next year, unchanged from 1988. 


Ontario Labour Market Outlook Table 2 
1987 1989 
Labour Force (000s) 5,013 5,253 
Change (%) 2.4 2.1 
Employment (000s) 4,706 4,991 
Change (%) 3.3 yeh 
Job Creation (000s) 151 105 
Unemployment (000s) 307 262 
Unemployment Rate (%) 6.1 5.0 
Participation Rate (%) 68.9 69.7 


Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


Job Growth 


Jobs Across Industries 


In recent years, the industrial composition of employment in Ontario has largely 
continued along long-term trends. In 1988, the service sector accounted for 68.2 
per cent of the employed workforce, compared to 66.6 per cent in 1985. 
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e During the 1985 to 1988 period, the community, business and personal services 
industry contributed the largest number of new jobs, but the highest 
percentage growth in employment occurred in the communications industry. 


e Within the goods-producing sector, employment growth was fastest in 
construction, reflecting the boom in the commercial and residential property 
markets. Manufacturing employment grew by over four per cent. 


e Employment in the primary sector grew by almost two per cent. While the 
mining industry posted a healthy 29 per cent increase, reflecting strong 
commodity prices, employment in agriculture and forestry fell. 


The private sector's share of Ontario employment remained unchanged at about 
80 per cent over the 1985 to 1988 period. Self-employment accounted for 16 per 
cent of private sector employment. 


Employment growth in the public sector, broadly defined to include all public 
enterprises and institutions which rely primarily on public funds, was 
concentrated in education, health and social services. 


The Quality of Employment 

The number of full-time, full-year workers earning over $40,000 (1986 dollars) 
increased 35 per cent between 1984 and 1986, while the number earning less than 
$40,000 increased slightly over six per cent. As a result, the proportion of full- 
time, full-year employment accounted for by higher-paid earners increased from 
16 per cent in 1984 to 20 per cent in 1986. The share of lower-paid earners fell by 
four percentage points. 


ONTARIO EMPLOYMENT BY EARNINGS* CATEGORY 
1984 - 1986 


< $20,000 $20,000 - $40,000 > $40,000 


* In 1986 Dollars. Includes full-time, full-year paid employment by heads of households, spouses and 
unattached individuals. 
Source: Statistics Canada. 
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Employment in the managerial and professional occupations showed strong 
growth in 1988 and is expected to continue the trend underway since the 
expansion began. 


e The number of workers in these occupations increased 25 per cent over the 
1985 to 1988 period, compared to 12 per cent for other occupations. These 
occupations continue to be the highest paid in the labour market. 


e Managerial and professional occupations accounted for 30 per cent of all 
Ontario employment in 1988. 


Full-Time Jobs 


Over the four-year period ending in 1988, full-time employment expanded by 16 
per cent, compared to 12 per cent for part-time work. 


e Full-time job creation has accounted for 88 per cent of the total new 
employment in this period. 


e The largest addition to part-time employment occurred in the trade and the 
community, business and personal services sectors which together contributed 
70,000 part-time jobs. 


ONTARIO JOB CREATION 
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Source: Statistics Canada. 


The Labour Force 


Ontario's labour force increased by an estimated 479,000 over the 1985 to 1988 
period. The number of adult women in the labour force rose by 295,000 and adult 
men by 203,000. The number of young workers declined slightly as the smaller 
cohorts of the post-baby boom generation entered the labour market. 


Ontario's labour force is expected to grow by 2.1 per cent in 1989, down from 2.6 
per cent in 1988. Source population growth contributed 73 per cent of the 1988 
growth in labour supply, with participation rate increases accounting for the 
remaining 27 per cent. 
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ONTARIO LABOUR FORCE GROWTH 
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Population Growth 


About 50 per cent of international migrants and 55 per cent of interprovincial 
migrants enter the labour force on arrival in Ontario. 


Ontario’s population grew from 9.0 million in 1985 to 9.4 million in 1988. Net 
migration accounted for almost 60 per cent of this growth. 


Net migration to Ontario from outside Canada was high over the 1986-1988 
period, averaging about 59,000 per year. In 1987, net international migration, 
including refugee claimants, reached 72,000, the highest level since 1975. The 
1988 level is expected to be similar to that in 1987. 


Net interprovincial migration has played an important, though smaller, role in 
Ontario's recent population growth. Net interprovincial migration averaged 
35,000 per year over the 1986-1988 period, reflecting the faster economic recovery 
in Ontario. The net inflow is now slowing and should amount to 22,000 in 1988, 
down from 38,000 in 1987. 


In 1989, net external migration to Ontario is likely to decline to 80,000 from 
94,000 in 1988. Net international migration will moderate as a result of a 
decrease in refugee claimants, following passage of federal legislation in 1988. As 
well, Ontario's share of total Canadian immigration should decline from the 
unusually high levels recorded this year. Net interprovincial migration will 
continue to decline, but not as rapidly asin 1988. 
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Participation Rates 


Strong demand for labour has encouraged persons outside the labour force, 
primarily women and young people, to enter the job market. The increase in 
labour force participation over the 1985 to 1988 period has added about 150,000 
workers to Ontario's labour supply. 


In 1988, Ontario's aggregate labour market participation rate increased to 69.4 
per cent, the highest in Ontario's history. By way of comparison, the U.S. 
aggregate labour force participation rate is 66 per cent. Ontario's rate is higher 
than that of any of the ten largest industrial states in the United States. 


The participation rate of adult men was more than 79 per cent in 1988, about the 
same as the 1987 level. Over the long-term, the male participation rate has been 
declining. 


The participation rate of women aged 25 and over has increased by more than four 
percentage points over the past four years, reaching 58 per centin 1988. The gap 
between adult male and adult female rates will narrow to about 20 percentage 
points in 1989. The female share of the labour force is expected to rise to slightly 
over 45 per cent in 1989. 


The youth participation rate was over 73 per cent in 1988, an increase of almost 
three percentage points since 1985. This reflects higher part-time labour force 
participation among young people; full-time labour force participation by youth 
declined over the period. This is consistent with increasing educational 
enrollment; the full-time school enrollment rate for young people rose by about 
five percentage points over the 1985 to 1988 period. 


Prime-age workers (25-44) will constitute 53 per cent of the labour force in 1989, 
up from 50 per cent in 1985. 
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Changing Patterns of Unemployment 


The continuing economic expansion has not only reduced unemployment in 
Ontario; it has also changed its nature. 


Layoffs have become less important as a cause of unemployment. The job losers' 
share of total unemployment fell from 51 per cent to 44 per cent during the 1985- 
1988 period, while the share of entrants and re-entrants edged upward. The 
proportion of unemployment accounted for by job leavers rose from 20 per cent in 
1985 to 26 per cent in 1988. 
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The average duration of unemployment returned to pre-recession levels for the 
first time in 1988. On average, unemployed persons were without work for 13 
weeks in 1988. Only for older workers (aged 45 and over) was the average 
duration of joblessness longer in 1988 than in 1981. 


ONTARIO AVERAGE DURATION OF UNEMPLOYMENT 
1985-1988 
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Source: Statistics Canada. 


Long-term unemployment, defined as unemployment of six months or more, has 
also declined substantially. In 1988, long-duration unemployment declined in all 
parts of Ontario, with the largest decline in Northern Ontario. 
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The number of workers unemployed for more than six months averaged 33,000 in 
1988, down from 51,000 in 1987. This compares to a pre-recession level of 41,000 
in 1981. 


The least educated are over-represented in long-term unemployment. In 1988, 
those with no post-secondary education accounted for 58 per cent of the labour 
force, but 67 per cent of long-term unemployment. 


The youth unemployment rate fell from 13.2 per cent in 1985 to 8.5 per cent in 
1988. The decline was most significant for school dropouts, whose unemployment 
rate fell from 25 per cent in 1985 to about 16 per cent in 1988. The number of 
unemployed dropouts, defined as out-of-school youth with less than grade 12 
education, fell from 46,000 to 22,000 over the period. 
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Strong job growth in 1988 has reduced unemployment rates in all major urban 
areas of the province. Labour markets were particularly tight in Toronto, London, 
Oshawa and Kitchener-Waterloo, all of which had unemployment rates of less 
than five per cent in 1988. 


Compensation 


Earnings 
Ontario weekly earnings per worker have shown modest real growth since late 
1987, reflecting strong economic performance and increasingly tight labour 
markets. 


e Average weekly earnings increased by 6.2 per cent in the first eight months of 
1988, compared to the same period in 1987. This represented real growth of 1.7 
percentage points above the Ontario consumer price rise of 4.5 per cent. 


Weekly earnings increases were most pronounced in the service sector, 
particularly the finance, insurance and real estate, and the community, business 
and personal services industries. The higher service sector earnings growth in 
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1988 represents a reversal of the previous year’s experience when earnings growth 
in this sector lagged behind growth in the goods-producing sector. 
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Wage Settlements 
Collective bargaining settlements in Ontario through the first three quarters of 
1988 averaged 5.3 per cent, up from 4.7 per cent in 1987. Inflation in the same 
period averaged 4.5 per cent. Higher average wage settlements reflect continuing 
economic growth, stronger employee emphasis on wage gains, and high 
settlements in the construction industry. 


e Private sector settlements exceeded those in the public sector in the first three 
quarters of 1988, averaging 5.7 per cent, compared to 4.7 per cent for the public 
sector. 


e Construction settlements averaged 6.2 per cent and accounted for about 40 per 
cent of all employees covered by collective agreements negotiated in the first 
three quarters of 1988. 


= 23, = 
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Ontario wage increases continue to exceed those at the national level. 


e In the first three quarters of 1988, Canadian settlements for the private and 
public sectors averaged 4.2 per cent, up slightly from 4.1 per cent in 1987. 


In 1989, Ontario settlements will continue to lead those in the rest of the country. 
Wage increases are also likely to remain somewhat above inflation. 


Non-wage Compensation 


Major non-wage compensation items include mandatory employer payments for 
the Canada Pension Plan (CPP), Unemployment Insurance (UI), and Workers’ 
Compensation (WCB), as well as non-mandatory payments for Ontario Health 
Insurance (OHIP), and private health and pension plans. Over the 1985 to 1988 
period, non-wage compensation has constituted a stable 9.2 per cent of labour 
income. 


Over the same period, mandatory employer payments for UI, CPP, and WCB have 
grown faster than non-mandatory items; in 1987, they accounted for about half of 
total non-wage payments. The main increases occurred in WCB and UI premiums. 
The pace of WCB premium growth is expected to slow due to the recent legislative 
reforms in workers’ compensation and occupational health and safety. UI 
contribution rates will decrease in 1989 as a result of a projected UI fund surplus. 
CPP premiums will continue to increase in 1989 and future years as a result of the 
federal government's amendments to the CPP Act. 
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Ontario Manufacturing Investment 


Manufacturing Investment Outlook 


Following three years of extremely rapid growth (15.1 per cent per year), 
manufacturing investment is expected to grow by about 4 per cent per year over 
the period 1989 to 1992. Investment outlays by Ontario manufacturers should 
exceed $10 billion in 1992. 


The slowing in investment growth over the forecast period reflects the expected 
easing in overall economic growth, a higher exchange rate, and the completion of 
major restructuring and new capacity additions in the automotive and steel 
industries. Expenditures on machinery and equipment, however, will continue to 
be driven by the need to modernize and remain competitive in world markets. A 
greater emphasis on modernization and replacement rather than on capacity 
additions is expected to continue. 


Recent Performance 


Over the past three years, investment in manufacturing has been an important 
source of growth for Ontario's economy. Firms have undertaken major 
expenditures, particularly in automobiles and steel, to introduce new technologies 
and enhance international competitiveness. 


Ontario manufacturing investment growth was very strong in the 1986 to 1988 
period, with double-digit growth in most manufacturing industries. 


e Manufacturing outlays on plant and equipment in 1988 are expected to be up 
by 17.4 per cent relative to 1987 levels. 


Particularly rapid growth is occurring in the wood, paper and allied and non- 
metallic minerals industries. Only three industries are anticipating a reduction in 
1988 capital expenditures: primary metals, metal fabricating and printing and 
publishing. 


The strength in investment is reflected in job growth. Ontario job creation in 
manufacturing has outpaced that in the United States. 


e Over the 1985 to 1988 period, Ontario manufacturing employment grew by 4. 4 
per cent, or 44,000 jobs. Manufacturing employment fell by 2.1 per cent over 
the same period in the ten largest industrial states in the USS., reflecting a net 
loss of 227,000 jobs. 


295 = 


MANUFACTURING EMPLOYMENT GROWTH 
1985-1988 
% 


Ont Cal NC Ind US Ohio Mich il Tex Penn NJ NY 


Note: 1988 Forecast. 
Source: Statistics Canada , D.R.I. and U.S. Department of Commerce. 


The overall strength of manufacturing investment growth has been driven by 
rapid sales increases, high capacity utilization rates, strong profit growth and a 
much improved debt/equity ratio. 


Sales Growth: Manufacturing shipment increases averaged 7.5 per cent in the 
1984-87 period, with the highest growth for non-metallic minerals, wood, 
machinery, and transportation equipment. 


Capacity Utilization: Capacity utilization stood at 86.3 per cent in the first half 
of 1988, some 15 percentage points above the 1981-82 recession level. 
Manufacturing industries that are operating at rates of 95 per cent or higher 
are rubber and plastic products and non-metallic mineral products. The higher 
rates of capacity utilization were achieved despite noticeable additions to 
capacity. In the past three years, total manufacturing capacity has risen by 11 
per cent. Increases in excess of 35 per cent have occurred in the transportation 
equipment and electrical and electronics sectors. 


Profitability: Operating profits as a share of sales in the manufacturing sector 
have increased from two per cent in 1982 to six per cent in 1987. Profitability 
has returned to levels experienced prior to the recession. Within 
manufacturing, the strongest profit performance was achieved in paper and 
forestry, printing and publishing, primary metals, textile and knitting mills 
and wood industries. 


Debt/Equity Ratios: Although still above pre-recession levels, the average 
ratio of debt to equity in Canadian manufacturing fell from 73 per cent in late 
1982 to 56 per cent in the first half of 1988. By contrast, the U.S. debt/equity 
ratio, which was well below the Canadian level early in the decade, has risen 
sharply and now exceeds the Canadian level. 
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MANUFACTURING DEBT/EQUITY RATIOS 
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Source: Statistics Canada and U.S. Department of Commerce. 


Manufacturing Competitiveness 


While the factors reviewed above are providing the overall impetus for 
manufacturing investment growth, manufacturing investment location decisions 
are based on an additional set of considerations. Factors contributing to Ontario’s 
attractiveness as a location for investment include favourable labour and energy 
costs, productivity (which is largely dependent on new technology and new 
products), a growing and increasingly well-educated labour force, and an efficient 
public infrastructure. 


Exchange Rates 

In recent years, changes in international currency exchange rates have dwarfed 
other factors, such as increases in labour compensation or productivity growth 
rates, as a cause of variations in international competitiveness. 


e Since 1985, Japanese and European exchange-adjusted hourly compensation 
costs have risen dramatically in relation to U.S. and Canadian rates. J apanese 
rates are becoming comparable; European rates are significantly higher. 


e Since 1987, Canadian compensation costs have risen virtually to U.S. levels, 
primarily as a result of exchange rate changes, while as recently as 1985 they 
were 17 per cent below U.S. levels. 
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Hourly Compensation for Production Workers Table 3 
in Total Manufacturing: 1975-1988 

Canada, U.S., South Korea, Japan, West Germany 

(Index U.S. = 100) 


Country 1975 1980 1985 1987 1988* 
United States 100 100 100 100 100 
Canada 91 85 83 89 96 
South Korea 6 10 10 13 14 
Japan 48 57 50 83 93 
West Germany 100 125 74 126 129 


Source: U.S. Department of Labor 

Notes: * Applying January - October 1988 average exchange rates to 1987’s compensation costs. 
For other years, data adjusted for each year’s exchange rates. 
Compensation includes wages and benefits. 


As the following table indicates, at current exchange rates, Canadian hourly 
compensation costs in manufacturing remain slightly below U.S. manufacturers 
in many industries, but are higher in other industries such as paper, wood 
products and textiles. 


Hourly Compensation for Selected Industries, 1988 Table 4 
Canada, U.S., Japan, Korea, Germany 
(In U.S. Dollars, applying January-October 1988 exchange rate to 1987 compensation costs) 


Industry Canada U.S. Japan Korea Germany 
Total Manufacturing 12.85 13.44 12.48 1.99 17.30 
Transportation Equipment 15.16 18.54 15.68 2.85 21.70 
Electrical Products 12.18 13.59 132 1.96 16.67 
Textiles 9.80 9.11 9.14 1.65 13.29 
Lumber and Wood Products 11.61 10.49 10.07 1.81 15.54 
Fabricated Metals 12.63 13.56 Aa 2.09 15.92 
Machinery 13.39 14.55 14.22 yy Ae) 18.05 
Chemicals 13.79 17.03 20.08 2419 19.61 
Paper 16.86 15.76 13:37 2.15 15.99 
Food and Related (Processing) 11.93 12.45 10.34 2.08 14.70 


Source: U.S. Department of Labor. 


Ontario hourly earnings (excluding benefits) for the manufacturing sector as a 
whole also remain in line with most major U.S. industrial states. Production 
workers in Ontario manufacturing earned an average of $10.75 U.S. per hour (not 
including benefits) during the first two quarters of 1988. These hourly earnings 
are comparable to the major industrial states bordering the province, such as New 
York and Ohio. They are substantially below those in Michigan. However, if the 
exchange rate were to increase to $0.85 U.S., Ontario’s hourly earning levels 
would be higher than in seven of the ten largest manufacturing states. 
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Hourly Manufacturing Earnings, 1988 Table 5 


(U.S. Dollars) 
——— 


North Carolina 8.06 
Ontario ($Cdn =75 cents U.S.) 9.83 (2nd rank) 
Texas 9.93 
Pennsylvania 10.18 
New York 10.30 
Ontario ($Cdn = 82 cents U.S.) 10.75 (5th rank) 
California 10.80 
New Jersey 10.81 
Illinois 11.07 
Ontario ($ Cdn =85 cents U.S.) 11.14 (8th rank) 
Indiana 11.36 
Ohio 11.95 


Michigan 13.36 
a 


Note: Based on January-June 1988. 
Source: Statistics Canada and U.S. Department of Labor. 
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International Competitiveness: Electricity Rates 


Ontario has a substantial advantage over most U.S. states in industrial power 
costs due to Ontario’s low-cost hydro-electric and nuclear power generation. 


e The average monthly industrial electricity bill in most major industrial states 
is more than 50 per cent higher than in Ontario. 
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Monthly Industrial Electricity Bill, 1988 Table 6 


(Canadian Dollars) 
—_————————————— eee 
45,039 


New York New York 

Massachusetts Boston 38,857 
California Los Angeles 34,555 
Michigan Detroit 34,028 
Illinois Chicago 34,005 
North Carolina Charlotte 29,458 
Texas Dallas 23,328 


Ontario Toronto 22,104 
—————————— 


Note: Relevant exchange rate is $1 Cdn = $0.82 US. 
Based on industrial user with 400,000 kW.h consumption and peak demand of 1,000 kW (July 1988 rates). 


Source: Ontario Hydro and the Tennessee Valley Authority. 
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New Machinery: Added Productivity 

During the 1985 to 1988 period, manufacturing productivity has grown an 
estimated 11.8 per cent, faster than that of the service sector. Productivity 
increases have been particularly high in industries such as pulp and paper. High 
productivity gains are also anticipated in motor vehicle assembly as recent 
investments lead to major increases in output. 


The underlying reason for this increase in productivity has been investment in 
new machines embodying more productive technologies that improve product 
quality, reduce labour costs and increase control over the production process. This 
is reflected in changes in the composition of investment by Ontario manufacturers. 


MACHINERY AND EQUIPMENT EXPENDITURES AS A % OF TOTAL CAPITAL 
EXPENDITURE, ONTARIO MANUFACTURING INDUSTRIES 
1976-1988 
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Source: Statistics Canada. 


e In 1976, 71 per cent of capital outlays were for machinery and equipment and 
the remaining 29 per cent were for buildings. 


e By 1988, 87 per cent of capital outlays were for acquisition of machinery and 
equipment. 


e By 1985, an estimated 43 per cent of manufacturing firms in Canada had 
installed some form of process automation. The most commonly used form of 
process automation was computer-based manufacturing, followed by computer- 
aided design and computer numerical control. 


Based on the results of a 1985 survey, manufacturing expenditures on robotics and 
computer equipment represented 13 per cent of total machinery and equipment 
investments. Even larger investment levels in robotics and computerized 
equipment have been realized since 1985, particularly in the automotive sector. 


Advances in information technology, much improved process equipment and new 
relationships with suppliers, such as just-in-time delivery, have led to substantial 
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reductions in costs. These reductions are, in part, achieved by declining inventory- 
to-shipment ratios for raw materials, goods-in-process and for finished goods. 


e Measured as a percentage of sales, manufacturing inventories fell from 14.8 
per cent in 1980 to 10.2 per cent in 1988. 


INVENTORY / SHIPMENT RATIO: ONTARIO MANUFACTURING SECTOR 
1980-1988 
% of Shipments 
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Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


New Products: Research and Development Expenditure 


New high-value added products are also essential to productivity growth. In this 
regard, research and development expenditures are a measure of the potential for 
inventions.of new products and processes. 


While expenditures on R&D by Ontario manufacturers as a proportion of output 
are still less than half the levels of their counterparts in the U.S., R&D 
expenditures by Ontario manufacturing have more than tripled between 1979 and 
1986. 


e In 1986, Ontario's manufacturing accounted for 64.6 per cent of Canadian 
manufacturing R&D expenditures, compared with 56.1 per cent in 1979. 


e Ontario accounts for more than 85 per cent of Canadian R&D in telecomm- 
unications, 70 per cent in primary metals, 67 per cent in food processing, and 86 
per cent in scientific equipment. 


The federal and provincial governments support R&D performed by business 
through tax expenditures and other forms of assistance. 


e A corporation increasing its R&D expenditures in Ontario by one dollar would 
incur an after-tax cost of 40.6 cents, after federal and provincial tax 
expenditures are taken into account. This level of tax support is generous 
relative to that provided by other countries. 


e The 1988 Ontario Budget increased the level of tax support for R&D with the 
introduction of the Research and Development Super Allowance, at an 
estimated cost in revenue foregone of $45 million in the first full year. 
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e In addition to tax support, direct funding of business R&D by government 
grants and contracts accounted for 8.7 per cent of R&D performed by Ontario 
businesses in 1986. 


Continued improvement in R&D-related activities in Ontario will lead to higher 
investment, higher productivity, improved competitiveness and higher output. 


ONTARIO RESEARCH AND DEVELOPMENT EXPENDITURES 
AS A SHARE OF CANADA 
1979 - 1986 
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Source: Statistics Canada. 


Skilled Labour Force 


Education levels are high and continually improving as increasing numbers of 
Ontario students pursue post-secondary education programs. The share of the 
adult labour force with a completed college or university education rose from 31.3 
per cent in 1985 to 35 per cent in 1988. 


ONTARIO’S ADULT LABOUR FORCE BY EDUCATIONAL ATTAINMENT 
1985 AND 1988 
% 


Some Diploma 
Post-Secondary or Degree 


Grades 0-8 High School 


Source: Statistics Canada. 
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There are 12 universities with engineering programs in Ontario. Annually, about 
3,100 bachelors degrees, 700 masters degrees and 150 doctorates are awarded in 
the field of engineering. In addition, Ontario colleges of applied arts and 
technology graduate about 14,000 business and technology students each year. 
The province also benefits from the high average level of professional and 
technical skills of international and interprovincial migrants. 


Skills and Supplier Base 


Ontario, with over 50 per cent of Canadian manufacturing, has a higher industrial 
concentration in manufacturing (25.5 per cent of gross provincial product) than 
the U.S. as a whole (19.7 per cent) and all but four of the largest states in the 
United States. 


Ontario’s supplier base for manufacturing is particularly strong, given the 
province’s strength in industries such as auto parts, steel, machinery, electrical 
and electronics, metal fabrication, plastics and chemicals. Toronto as a centre for 
high quality business and financial services is also a significant advantage to 
provincial manufacturers. 


Manufacturing employment accounts for over 20 per cent of total Ontario 
employment. This share ranks with those of the largest U.S. states. To a 
prospective investor, a large employment base in manufacturing indicates an 
experienced industrial workforce, as well as a significant potential supply of 
skilled trades. Interprovincial and international migration into Ontario responds 
quickly to tight labour markets, giving Ontario’s labour market a high degree of 
flexibility. In addition, Ontario’s extensive training investments and its mobile 
labour force provide a continuing source of highly qualified workers for the 
manufacturing sector. 


Manufacturing Employment: Ontario Table7 
Compared to Ten Largest U.S. States, 1988 
Share (%) Manufacturing 
of Total Employment 
Rank State Employment (000’s) 
1 North Carolina 24.0 862.5 
2 Indiana 23.9 630.2 
3 Michigan Ay Mi 930.3 
4 Ohio yay i 1,099.1 
5 Ontario 21.2 1,034.0 
6 Pennsylvania $9.9 1,050.3 
7 Illinois 17.6 945.0 
8 New Jersey 17.4 667.6 
9 California 16.1 22139.5 
10 New York 15.0 1,218.2 


— 
— 


Texas 12:3 944.2 
—————— 


Source: Statistics Canada and U.S. Department of Commerce. 
Note: Based on January-September 1988 average monthly employment. 
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Public Infrastructure 


Industry in Ontario benefits from a comprehensive network of public 
infrastructure. The provincial highway system, comprising 21,000 kilometres, is 
extensive and toll-free. In addition, airports, railways and marine transportation 
systems further enhance the movement of goods and people. Wide-ranging and 
comprehensive telecommunication systems facilitate the transfer of information 
and data throughout the province. For the past four fiscal years, including 1988- 
1989, $10.1 billion has been allocated by the Province for budgetary capital 
expenditures for areas such as transportation, health, education and the environ- 
ment. 
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The Medium Term and Sector Outlook 


Sustained Moderate Growth 


The Canadian and Ontario economies will continue to expand through the 
medium term, but ata much slower pace than in recent years, reflecting primarily 
slower growth of the labour force. 


The Ontario Economy: 1990-1992 Table 8 
(Annual Average) 

Real Growth (%) act 

Inflation (%) 4.8 

Job Creation (000s) 102 
Unemployment Rate (%) 5.0 


Source: Ontario Ministry of Treasury and Economics. 


Over the 1990-1992 period: 

e Real output growth will average 2.7 per cent per year; 

e Employment will grow by 2.0 per cent or 102,000 jobs annually; 
e Productivity will increase by 0.6 per cent per year; 

e The inflation rate will average 4.8 per cent; and 


e The unemployment rate will average 5.0 per cent. 
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Medium Term Sector Outlook 


Led by the transportation equipment sector -- with expected output growth of 3.8 
per cent annually -- Ontario's industrial sectors will continue the broadly based 
expansion over the medium term. In line with the economy as a whole, 
manufacturing output growth will be slower than it has been in the recent past. 


Sector Outlook for Ontario Table 9 

1987 Real Output Growth 
Employment Real Output 1988 1989 1990-92 
(1981 

(000s) $ Million) %o % Jo 
Goods Producing Sector 1,547 58,701 4.4 2.6 2.7 
Primary 182 6,201 pas 5.0 2.2 
Manufacturing (total)* 1,038 38,196 4.6 1.9 2.8 
Resource-Based 152 5,683 1.5 0.7 1.4 
Industrial Products 378 15,362 4.7 2.6 2.4 
Transportation Equip. 190 7,445 ay 0.7 4.9 
Consumer Products Bip 8,485 2.6 2 Ze 
Construction 274 10,602 5.2 S 20 
Utilities 53 3,703 3.6 4.1 3.3 
Service Sector 3,159 90,493 4.6 3.1 2.6 
Total 4,706 149,194 4.5 2.9 2.7 
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Note: *Includes miscellaneous manufacturing. 
Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 
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Manufacturing Sector Outlook 


Resource-Based Manufacturing 


Resource-based manufacturing includes pulp and paper, wood products and 
primary metals. This sector accounts for 15 per cent of Ontario manufacturing 
output and represents 35 per cent of Canada's resource-based manufacturing 
output. 


In 1988, pulp and paper prices, production and profits all continued to rise. At 
current prices, both kraft pulp and newsprint producers are enjoying substantial 
profit margins; however, these margins are very sensitive to the exchange rate. At 
current exchange rates, Canadian producers generally have higher costs than 
their U.S. competitors; however, their competitive position has improved vis-a-vis 
Scandinavian producers. 


Prices are expected to begin levelling off in 1989. Production is expected to 
increase only slightly, owing principally to expansion in printing and writing 
papers at Dryden and Sault Ste. Marie. Beyond 1989, prices are expected to fall as 
new North American production capacity temporarily outstrips demand growth. 
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NEWSPRINT PRICE AND PRODUCTION COSTS 
1983-1988 


U.S.$/Tonne 


640 


440 


400 é U.S. SOUTH 
= 
a—_ * —-* a 


360 


320 - 
1983:1 1984:1 1985:1 1986:1 1987:1 1988:1 


Source: Scotiabank and Papertree Letter. 


KRAFT PULP PRICE AND PRODUCTION COSTS 
1983-1988 
U.S.$/Tonne 
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Source: Scotiabank and Papertree Letter. 


Ontario sawmills, faced with a 15 per cent tax on softwood lumber exports to the 
U.S., have directed more of their sales to markets within the province; 
nonetheless, overall shipments still declined by about 2 per cent in 1988. 
Waferboard producers are also facing difficulties as a result of new capacity in 
North America, which has depressed prices. 


A further decline in housing starts in both Ontario and the U.S. and the rise in the 
Canada/U.S. exchange rate since mid-1987, will adversely affect the wood 
products industries in 1989. Slow growth is expected in the 1990-92 period. 


 - 


Higher base metal prices are providing a strong stimulus to the primary metals 
industry whose major components are the iron and steel industry and nickel and 
copper smelters. In the short-term, a healthy expansion in production is expected. 
Over the medium term, this sector will record more modest rates of growth. 


Ontario's steel manufacturing facilities have become some of the most modern and 
efficient operations in the world. The worldwide downsizing of the steel industry 
throughout the 1980s has had a much smaller impact on production and 
employment levels in Ontario than in the U.S. and other OECD countries. 


Dofasco's purchase of Algoma Steel makes it the largest steel producer in the 
country and the fourth largest in North America. Dofasco, which is operating at 
capacity, will gain access to Algoma's excess steel-making capabilities and an 
opportunity to expand its product lines. 


REDUCTION IN RAW STEEL PRODUCTION AND EMPLOYMENT 
FOR SELECTED COUNTRIES 
1980-1987 


54 Production 


U.S. EC. Japan Ontario 


Source: Statistics Canada, American Iron and Steel Institute, O.E.C.D. and Ontario Ministry of Treasury and 
Economics. 


In an environment of growing domestic demand, tight supply, and rising industry 
prices and profits, Ontario's steel producers are enjoying another year of vigorous 
activity. While output will remain high, slower rates of economic growth, 
declining use of steel and a tapering off in construction sector demand will result 
in little expansion over the 1989-1992 period. 


Industrial Products 


Industrial product manufacturers include electrical and electronic products, 
machinery, fabricated metals, non-metallic minerals (for example, cement, 
concrete, clay, glass), plastics, chemicals and petroleum refining. They account for 
about 40 per cent of manufacturing production in Ontario and 57 per cent of the 
national total. 


As a result of continued economic expansion, modernization in many industries, 
healthy profit growth and strong business investment spending, the level of real 
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economic activity in the industrial products sector expanded by an estimated 4.7 
per cent in 1988. Growth is expected to continue over the medium term. 


Growth in the electrical and electronic products sector is being driven by 
buoyant construction and business investment and the need to modernize 
production facilities and improve productivity. Asa result, sales have been strong 
for producers of household appliances, office, store and business machines and 
lighting fixtures. However, with softening in consumer expenditures and housing 
sector activity and the higher exchange rate affecting both exports and imports, 
growth is expected to moderate. 


The machinery industry has rebounded strongly since the recession. In 1987, 
machinery producers experienced strong demand, with real shipments advancing 
by about 10 per cent. Machinery sales in 1988 have been helped by increasing 
levels of business investment in plant and equipment. Also, strength in the 
resource sector bodes well for makers of mining equipment and pulp and paper 
machinery. However, overall sales growth will moderate as business investment 
spending moderates over the forecast period. 


The strong advance in shipments by fabricated metal manufacturers in 1987 has 
eased this year. Output of structural and architectural metal products, stamped, 
pressed and coated products, as well as production from machine shops, is being 
bolstered by strength in the construction and automotive sectors and the boom in 
machinery and equipment outlays. Over the medium term moderate growth is 
forecast. Industry segments that are more closely linked to non-residential 
business investment will outperform segments dependent on housing sector 
activity. 


The rapid pace of growth experienced by non-metallic minerals in the last two 
years 1s expected to become more moderate over the forecast horizon as growth in 
residential construction activity slows. 


Plastics will continue to register above average growth over the medium term. In 
addition to normal demand growth, technological innovation will allow plastics to 
replace traditional materials in a variety of applications. 


The dramatic turnaround in the profitability of the chemicals industry, which 
began in 1986, continued through 1987 and 1988. The petrochemicals industry 
has been particularly strong. This sector was hard hit by the recession and 
massive additions to capacity in major oil-producing countries. 


The industry is now benefitting from extensive worldwide rationalization and 
rising demand. Overall capacity utilization is close to 95 per cent in Canada and 
for certain intermediate and final products it is nearing 100 per cent. As well, the 
realignment of international currencies has strengthened the competitive position 
of North American firms in world markets. The rise of the Canadian dollar vis-a- 
vis the U.S. dollar over the past year has begun to exert competitive pressure on 
some Canadian firms, particularly in the organic chemicals and specialty 
chemicals sector. On the whole, however, the industry is expected to maintain 
satisfactory levels of profitability. 


Demand for refined petroleum products continued to increase in 1987 and 1988, 
though more slowly than the economy as a whole. While demand has increased 
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due to Ontario’s population growth and economic expansion, growth has been 
dampened by continued conservation efforts and the substitution of alternative 
fuels, mainly natural gas, in heating applications. 


As a consequence of the extensive capacity rationalization of the early 1980s, plant 
utilization rates remain high, at around 92 per cent. With minor investments, 
capacity should be adequate to meet demand over the next three to four years. 
Demand is anticipated to grow at about 1 per cent per year over this period. The 
industry is expected to advance investment plans in order to meet the December 1, 
1990 deadline for the elimination of lead additives from automotive gasoline. 


Transportation Equipment 


The transportation equipment industry is composed of motor vehicle assembly and 
parts, other transportation equipment (such as airplanes, buses, and railway 
equipment), and rubber products. Ontario produces about 80 per cent of the 
national output in this sector. Transportation equipment contributes about 20 
percent of Ontario’s manufacturing output. 


Motor vehicle assembly and parts dominate the transportation equipment 
industry; they account for over two-thirds of provincial output and employment in 
the sector. Ontario exports 80 per cent of its motor vehicle production, and has a 
greater export orientation than either Japan (52 per cent) or the U.S. (8 per cent). 


Ontario's auto production declined during 1986 and 1987 as a result of 
shutdowns for plant conversions, slower than anticipated start-ups at several new 
plants, and a slowdown in U.S. sales during 1987. 


For 1988, Ontario production of motor vehicles has rebounded to a record level, 
reflecting both higher sales of North American built cars and increased production 
capacity in Ontario. 


The effect of a softening of U.S. vehicle sales during the latter part of 1989 is 
expected to be largely offset by increasing output from Ontario’s new and cost- 
efficient plants. 


During 1988, imports declined as a share of North American sales. This was the 
result of both expanded production by offshore owned capacity (primarily 
Japanese production in North America) and the impact of currency realignments. 
In the medium term, North American auto production is forecast to increase in 
line with a gradual recovery in North American sales and some improvement in 
North America's trade balance with the rest of the world. 


The improving trade balance is the result of currency realignments and auto 
industry investments in North America, especially in Ontario, which have greatly 
enhanced competitiveness. Increased production from North American 
transplants and joint ventures will displace some imports, and, in some cases, lead 
to increased exports to Europe and Japan. Ontario production of cars and trucks is 
expected to exhibit good growth, as Ontario will continue to increase its share of 
North American production. 
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ONTARIO AND NORTH AMERICAN MOTOR VEHICLE PRODUCTION 
1981 -1992 
Total Units (Millions) 


North American Sales 


Net Imports 


North American Production 
Excluding Ontario 


1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 


Source: Ward’s Automotive Reports and Ontario Ministry of Treasury and Economics. 


Since the health of the Ontario motor vehicle parts industry is directly tied to 
the level of North American motor vehicle production, it, too, experienced 
significant growth in output and employment following the downturn in the early 
1980s. However, the auto parts industry is undergoing considerable restructuring 
in response to shifts in production technologies and methods and increased 
international competition. 


The Ontario motor vehicle parts industry is expected to grow over the next several 
years along with North American vehicle production expansion. The industry is 
benefitting from its orientation to the rapidly growing Canadian assemblers. 
However, with a higher Canadian dollar, parts industry growth will be somewhat 
slower than in the recent past. 


Recent closures of major tire plants have reduced output in the rubber industry 
in 1988. Lost output will be regained when new investments in plant and 
technology come on stream, such as Goodyear’s new $320 million plant in 
Napanee. These investments are expected to lead to renewed growth in the 
industry over the 1990-92 period. 


In the non-automotive transportation equipment sector, aircraft manu- 
facturing is expected to grow strongly as airlines replace aging equipment. 


Consumer Products Industries 


Consumer products industries include food and beverages, textiles and clothing, 
household furniture, and printing and publishing. Ontario produces 48 per cent of 
the national output in this sector. Consumer products constitute 22 per cent of 
total provincial manufacturing. Consumer products industries are forecast to 
increase output by an average of 2.4 per cent annually between 1988 and 1992. 


The performance of the food processing sector this year will be partially affected 
by the poor harvest. Assuming a more normal harvest next year, production 


Ate. 


should rebound. Output is closely tied to population growth. As a result, 
relatively slow growth is expected to continue. 


The beverage industry has exhibited moderate growth, somewhat faster than 
population trends. This is expected to continue for the medium term. Alcoholic 
beverages will show the least growth, due to a continued market decline for the 
Spirits industry. 


The tobacco manufacturing industry has completed a major restructuring and 
downsizing and is expected to show only modest declines over the next four years. 


As a result of a concentrated modernization program, the Canadian textile 
industry is among the most technologically up-to-date in the world. Over the past 
decade, this modernization has reduced Ontario's textile employment by 8 per 
cent, while production has grown by 86 per cent. As the economy grows at a more 
moderate pace in the medium term, the textile industry, including fabrics for 
clothing, furniture, drapes, and carpeting, is expected to grow more slowly. 


By contrast, employment in the clothing industry has grown by 23 per cent over 
the last ten years, with the most rapid growth in Eastern Ontario and the Toronto 
area. Future prospects are for slower growth, reflecting more restrained spending 
by consumers, and constraints on industry expansion because of a tight labour 
market. 


Near record house construction, renovations, and healthy office furniture exports 
to the U.S. have helped Ontario's furniture and fixture output grow by 5.6 per 
cent a year in the 1985-88 period. Future growth is expected to moderate in line 
with slower household and business spending. 


In the last four years, the printing and publishing industry has been growing at 
4.6 per cent per year. The outlook is for continued growth. Competition from the 
explosion of in-house photocopying, printing and desktop publishing will result in 
continued emphasis on cost reduction and technological improvements. 


Primary Sector Outlook 


Agriculture 

Drought in the major producing areas of the U.S., Western Canada and 
Southwestern Ontario has had a significant impact on agriculture. Total real 
output in 1988 is expected to be down by 3.8 per cent from 1987, primarily as a 
result of a substantial decline in grain production. 
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ONTARIO GRAIN PRODUCTION: 
AMOUNT, AREA AND FARM VALUE 
1978-1988 
Quantity $ Million 
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Source: Statistics Canada, Ontario Ministry of Agriculture and Food and Ontario Ministry of Treasury and Economics. 


However, higher prices for grains brought about by the drought will result in an 
increase in receipts for grain shipments as well as for total gross farm revenues in 
1988. These higher revenues should further support the trend towards reduced 
debt and debt servicing costs. 


ONTARIO NET FARM INCOME AND THE COST OF DEBT 
1978-1987 
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Source: Statistics Canada. 


Over the next four years, real agricultural output is expected to grow at an 
average annual rate of 2.7 per cent. 


In 1989, cereal and oilseed production should show an increase as farmers respond 
to higher prices and given a return to more typical growing conditions. Over the 
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medium term, a return to large world grain surpluses and lower prices may be 
expected. 


Red meat production should remain reasonably constant at least until late in the 
outlook period, when declining feed costs and rising red meat prices should 
encourage some expansion in the industry. 


No real growth in fruit and vegetable production is expected. This is primarily due 
to import competition, labour shortages and a planned reduction in grape acreage 
under a joint federal-provincial program. 


The 1988 target for the Ontario tobacco harvest is 141 million pounds, up from 
110 million pounds in 1987. Stronger domestic prices, foreign demand and a three- 
year purchasing accord with tobacco manufacturers will help stabilize the 
industry. 


Forestry 


Roundwood production by Ontario's logging industry is expected to decline 
slightly from the 1987 peak of some 26.4 million cubic meters. Increased demand 
for wood by pulp mills in 1988 was more than offset by decreased demand from 
sawmills and waferboard mills. In an effort to reduce costs, mills have also been 
reducing mill-yard wood inventories in the past few years.. Logging activity was 
also curtailed by forest fires in much of Northern Ontario this year. A further 
reduction in logging activity is expected in 1989,.as demand by pulp mills levels 
off, and additional cutbacks occur in the output of sawmills. Over the medium 
term, logging activity is expected to stabilize. 


Mining 

While gold has dominated mining news for the past several years, base metal 
markets showed the most improvement in 1988. Unexpectedly strong demand, 
combined with limited supplies, has led to substantial price increases for nickel, 
zinc and copper. 


Employment in Ontario's mining industry, after declining for many years, showed 
significant increases in the first nine months of 1988: exploration employment 
increased by 52, mine development by 505, and mining by 517, for a total of 1,074. 
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METALS PRICE PERFORMANCE 
1986-1988 


NICKEL 


US cents/Ib. US cents/Ib. 


1000 


600 


400 


120 
100 
80 
60 
40 


200 
20 
0 0 
1986:3 4 1987:1 2 3 4 1988:1 2 3 1986:3 4 1987:1 
ZINC 
US cents/Ib. US $/troy oz. 
70 500 
60 
450 
50 
40 
400 
30 
20 
350 
10 
0 300 
1986:3 4 1987:1 2 3 4 1988:1 2 3 1986:3 4  1987:1 
Source: Energy, Mines and Resources Canada. 


COPPER 


2 3 


GOLD 


4 


1988:1 


2 


et 


w 


St uns 


Although gold prices trended downward during 1988, production costs at most 
Ontario mines are in the range of U.S. $150-$300 per ounce, well below gold's 
current price of about U.S. $420 per ounce. Eight new gold mines have come into 
production in the past two years; several others are under development or in the 
advanced exploration stage. Gold production-increased by some 15 per cent this 
year, and will increase further in 1989. 


With 1988 nickel prices about double last year's levels, nickel will again be 
Ontario's most important mineral. Robust demand from domestic stainless steel 
manufacturers and Pacific Rim countries should ensure continued strength in 
1989. 


Zinc market conditions are favourable as demand for galvanized steel remains 
strong and supplies are tight. Minnova's Winston Lake mine started up in 1988 
and will be one of the few new additions to world zinc capacity until mid-1990. 
Copper should continue to experience increasing demand in 1989, but price 
increases will be held back by supply increases in the U.S. and Chile. 


While uranium prices changed little during 1988, western world consumption 
exceeded supply for the first time in several years, suggesting improving market 
conditions. 


In general, the medium term outlook for metals is favourable, reflecting continued 
global economic expansion. 


Construction Sector Outlook 


The construction sector has enjoyed very rapid growth in recent years. The 
industry has benefitted from the strong demand for housing and from commercial 
and industrial developments. Since 1985, employment in construction has grown 
by over 50,000 jobs -- an increase of 23 per cent. The industry’s real output is 
estimated to have increased by 30 per cent from 1985 to 1988. 


In 1989, business investment will continue strong, and real growth in the 
construction sector will match growth for the economy as a whole. Over the period 
1990 to 1992, slower economic growth, the stabilization of housing starts and a 
reduced backlog of commercial and industrial projects will reduce construction 
industry growth to a rate slightly below that of the overall economy. 


Utilities Sector Outlook 


The utilities sector, composed mainly of electricity generation and gas distribution 
companies, is closely aligned with the energy requirements of the economy. The 
utilities sector output is expected to grow modestly over the forecast horizon, 
reflecting the more moderate growth in population, household formation, and the 
overall economy. 


Investment is dominated by Ontario Hydro, which accounted for roughly 80 per 
cent of total investment in the utilities sector over the past five years. With the 
near completion of four units at the Darlington Nuclear Station, investment in 
electricity generating facilities will decline gradually to 1991. With the 
completion of Darlington, Ontario Hydro’s installed capacity will increase to 
33,952 megawatts, compared to 30,087 in 1988. 
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ONTARIO HYDRO’S CAPITAL INVESTMENT OUTLOOK 
1987-1992 
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Source: Ontario Hydro. 


Service Sector Outlook 


Many different kinds of businesses and activities make up the service sector, 
including banking, retail stores, health care, education, trucking, television 
stations and accounting. Taken as a whole, these activities comprise the largest 
component of the provincial economy. Output from services is now 61 per cent of 
total Ontario output. Employment in services is 68 per cent of all Ontario 
employment. 


In recent years, growth of service sector output has been roughly comparable to 
the growth in output for the goods-producing sector. Service sector industries are 
less strongly cyclical than goods-producing industries. Consequently, as the 
economy moves to slower growth in 1989, service sector output growth is expected 
to be somewhat stronger than output growth for goods-producing industries. 
However, over the period from 1990 to 1992, service sector output growth will once 
again approximately match growth for the economy asa whole. 


Expenditures on buildings and machinery by the service sector are an increasingly 
important part of total business investment. Until the early 1980s, capital 
expenditures in manufacturing exceeded by a significant margin those for a key 
group of service industries -- trade, finance and commercial services. Since 1983, 
this position has been reversed. Estimated capital expenditures in Ontario for 
1988 are $8.9 billion for manufacturing and $10.7 billion for trade, finance and 
commercial services. 
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As well, service sector industries are as active as manufacturers in taking 
advantage of new technologies. In 1985, 13 per cent of manufacturing 
expenditures on machinery and equipment were for computers and robotized 
equipment. Sixteen per cent of expenditures by the finance, trade and commercial 
services sector were in these high-technology categories. 


Productivity growth has tended to be relatively slow in the service sector. 
However, given the recent investment performance of service industries and their 
adoption of new technologies, the productivity performance of the service sector 
should improve over time. 


Tourism Sector Outlook 


Tourism is a major generator of employment, accounting for 4.2 per cent of Ontario 
jobs. The industry is expected to continue to perform well in 1989, generating 
some $9.8 billion in tourist expenditures. This follows an exceptionally strong 
performance over the past three years. International currency realignments will 
encourage further expansion in the overseas market this year, while there may be 
some reduction in the number of visitors from the United States. 


Demographic and consumer trends point to continued expansion in the tourism 
market over the medium term. Continued real income increases in industrial 
countries will result in steady growth of personal and business travel. Ontario is 
well positioned with its good image, diverse society, strong economy and unique 
natural attractions, to compete for a larger share of this global market. 
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Ontario Fiscal Review 


Revenue Profile* 


As of September 30, 1988, it is estimated that Provincial revenues will amount to 
over $36.2 billion. This section provides a brief overview of Ontario's revenue 
structure and describes some of its key characteristics. 


Composition of Provincial Revenues 


The Province has a broad range of revenue sources including taxation, transfer 
payments from the federal government and other budgetary revenue. 


The three major taxation sources -- personal income tax, retail sales tax and 
corporations tax -- contribute approximately 63 per cent of estimated 1988-89 
budgetary revenue. Taxation of gasoline and diesel fuels contributes a further 
4 percent. In total, 71 per cent of 1988-89 revenue will be raised through taxation. 


Transfer payments from the federal government account for 15 per cent of 1988-89 
revenue. Due to federal actions that shift program costs and responsibilities to the 
provinces and federal limitations on the growth of Established Programs 
Financing transfers, this share shows a decline from 23 per cent of revenues in 
1978-79.** 


Other revenue sources include OHIP premiums, fees and licences, LCBO profits, 
interest on investments and lottery profit revenue. These sources will contribute 
14 per cent of this year's revenue. 


The following chart shows the Ontario budgetary revenue structure. 


: a Ontario revenue figures for 1988-89 are based on the September 30, 1988 Ontario 
inances. 


** Includes $288.6 million one-time federal transfer for shared-cost economic package. 
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COMPOSITION OF ONTARIO BUDGETARY REVENUES 
1988-89* 
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‘s Forecast as of September 30, 1988. 
Source: Ontario Ministry of Treasury and Economics. 


Canadian Tax Reform 


In 1987 the federal government’s White Paper on Tax Reform outlined two broad 
proposals for tax reform in Canada: reform of income taxes and reform of sales 
taxes. The federal government decided to pursue these reforms in two stages. 


Stage I, corporate and personal income tax reform, was implemented this year. 
Central to these reforms is a reduction in the number and value of deductions and 
exemptions available to individuals and corporations, the conversion of certain 
exemptions and deductions to credits, and a reduction in tax rates. In addition, the 
ten personal income tax brackets have been reduced to three. 


The 1988 Ontario Budget contained Ontario's response to Stage I. The effects of 
tax reform would have been to reduce provincial revenues and to impair the ability 
of some manufacturing and technology industries to compete. In response, 
Ontario adjusted its rates of personal income tax and increased the Ontario surtax 
on personal income tax payable in excess of $10,000 . In effect, the surtax applies 
only to individuals with incomes in excess of $85,000. To improve corporate 
competitiveness, Ontario introduced a Current Cost Adjustment for 
manufacturers and a Super Allowance for research and development. Also in 
response to reform, the Province redesigned its Ontario Tax Reduction and 
Ontario Tax Credit Programs. 
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Ontario, the other provinces, the territories and the federal government are 
engaged in discussions concerning a federal proposal for a joint national sales tax 
(Stage II of tax reform). Under this proposal, a new tax on value-added would 
replace the current federal Manufacturers’ Sales Tax and the existing provincial 
retail sales taxes. 


A working group of federal-provincial-territorial officials continues to examine the 
national sales tax option. Ontario is assessing the appropriateness of this option 
based on a variety of criteria. An important consideration is that the Province 
would be giving up a mature and well-administered retail sales tax which 
generates over one-fifth of Provincial revenues. 


The Major Taxation Sources 


Personal Income Tax 


Under the terms of the Tax Collection Agreement between the Government of 
Canada and the Government of Ontario, the federal government collects and 
administers the Ontario personal income tax on behalf of the Province. The 
federal government determines the tax base by establishing the definition of 
taxable income. Basic Federal Tax is calculated by applying the federal marginal 
rate structure to the taxable income base and deducting specified non-refundable 
credits. Total federal tax is then determined by applying federal surtaxes and 
other federal credits. 


The diagram below illustrates the calculation of federal and Ontario personal 
income tax payable. 


THE PERSONAL INCOME TAX SYSTEM 


Federally-Determined Base 
e Total Income (Sum of Taxable Sources) 
Subtract: Deductions 
e Net Income 
Subtract: Deductions From Net Income 


e Taxable Income 
e Apply Federal Marginal Tax Rates 

e Subtract: Personal and Other Non-Refundable 
Tax Credits 


v 
Basic Federal Tax 


v 


Federal Ontario 
e Add Surtax Apply Single Rate 


e Subtract Credits Add Surtax 
Subtract Tax Reduction 
Subtract Credits 


v v 


Federal Tax Payable Ontario Tax Payable 
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The federal marginal tax rates for 1988, including the 3 per cent federal surtax, 
range from 17.51 per cent on income in the lowest bracket to 29.87 per cent on 
-ncome in the highest tax bracket. 


Ontario personal income tax is defined as a percentage of Basic Federal Tax. For 
1988, based on a statutory rate of 51 per cent of Basic Federal Tax, Ontario’s 
personal income tax rates on taxable income range from 8.67 per cent to 14.79 per 
cent. The Provincial structure is shown in Table 1. In addition, a surtax of 10 per 
cent is applied to Ontario tax in excess of $10,000. The Ontario surtax increases 
the top combined federal and Ontario marginal tax rate of 44.66 per cent to 46.14 
per cent. At the other end of the income scale, the Ontario Tax Reduction Program 
eliminates Ontario income tax payable of $150 or less for low-income taxpayers. 
Ontario income tax accounts for roughly one-third of an individual's total income 
tax. 


Federal and Ontario Marginal Personal Income Table 1 
Tax Rates, 1988 
Basic Combined 
Federal Federal Ontario Federal/Ontario 
Taxable Income Rate PIT Rate* PIT Rate** PIT Rates 
$ % % % % 
Up to 27,500 17.0 legatay! 8.67 26.18 
27,501 - 55,000 26.0 26.78 13.26 40.04 
Over 55,000 29.0 29.87 14.79 44.66 


= Includes the 3% federal surtax. 
"ig Does not include the Ontario Tax Reduction or the Ontario surtax. 
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With a few exceptions, such as social assistance payments and lottery winnings, 
all sources of income are subject to tax. Deductions and non-refundable tax credits 
are provided for certain personal and income-earning expenses. Provisions in the 
personal income tax system also support investment and saving for retirement as 
illustrated in the section on tax expenditures. Appendix I highlights the major tax 
expenditures* for these and other activities. 


The Province provides special programs to relieve tax burdens on low-income 
Ontarians. Under the enriched $40 million Ontario Tax Reduction Program, as 
redesigned in response to federal tax reform, 350,000 low-income taxfilers will pay 
no Ontario income tax this year. There is no comparable federal tax reduction for 
low-income taxpayers. In addition, Ontario provides refundable property and 
sales tax credits through the Ontario Tax Credit (OTC) program. As a result of 
1988 design changes, the new property and sales tax credits will deliver $444 
million in tax credit benefits to over 1.8 million low-income Ontarians to ensure 
fairer property and sales tax burdens. Sales tax credits have been set at $100 per 
adult and $50 per child, more than doubling the total benefits for low-income 
households under this program last year. The combined net income of spouses and 
supporting individuals in a household will be used as the test for benefit eligibility 
under the OTC program. This improves fairness and progressivity by shifting 


* Tax expenditures are specific incentives in the tax structure that reduce the normal amount of 
tax paid to a lower or zero amount. The value of a tax expenditure is calculated as the revenue 
foregone. 


52 


benefits from relatively higher income households to lower income households. 
Over 95 per cent of these tax credit benefits are received by Ontarians with 
incomes under $30,000. 


Corporate Taxes 


The Province of Ontario levies the following taxes specifically on the corporate 
sector: Corporations Income Tax, Capital Tax and Insurance Premiums Tax. 
Mining companies are also subject to the Mining Tax. All corporations in Ontario, 
with the exception of insurance companies, are required to pay capital tax based 
on their paid-up capital. Small corporations with taxable capital under $2 million 
pay zero or reduced capital tax but all larger corporations must pay tax on capital 
employed, regardless of income tax paid. The capital tax ensures that a minimum 
amount of corporate tax is paid by all large Ontario corporations. Insurance 
companies pay insurance premiums tax based on the amount of premiums 
received in respect of Ontario policies. Capital taxes and insurance premiums 
taxes are deductible expenses for federal and Ontario corporate income tax 
purposes. 


The largest source of corporate tax revenue is the Corporations Income Tax. 
Ontario sets its own corporations income tax base and rate structure for the 
Province. Although significant differences have existed from time to time, 
Ontario's current base essentially parallels the federal corporate income tax base. 
Tax is imposed on gross corporate revenues earned in the taxation year less 
allowable expenses. Various corporate activities and investments receive special 
treatment through lower rates or accelerated deductions. These measures are 
estimated for corporations and listed in Appendix I. 


The 1988 general corporations income tax rate is 15.5 per cent of taxable income. 
Income from manufacturing and processing operations, mining, logging, farming 
and fishing is taxed at the rate of 14.5 per cent. The 1988 small business tax rate 
in Ontario is 10 per cent. 


The three-year exemption from Ontario corporate income tax for eligible small 
businesses is being phased out. Corporations that were carrying on active 
business prior to April 21, 1988 will continue to be exempt from income tax for 
their first three taxation years. The exemption will be discontinued for 
corporations incorporated after April 20, 1988. 


Along with Ontario, Alberta and Quebec administer their own corporations 
income tax. All other provinces have entered into tax collection agreements with 
the federal government. 


Retail Sales Tax 


The retail sales tax is payable on the sale of most goods and on certain services. 
The tax is calculated as a specific percentage of the retail price to the consumer. 
The general retail sales tax rate is 8 per cent. Three other rates apply to specific 
goods and services: 5 per cent on transient accommodation; 10 per cent on 
admission fees over $4 and beverage alcohol products sold at licensed 
establishments; and 12 per cent on beverage alcohol products sold at retail outlets. 
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A number of goods are specifically exempt from retail sales tax. Exempt items 
include groceries, energy used for heating, cooking and lighting, children's 
clothing, footwear costing $30 or less, prescription drugs, specified reading 
material and production machinery and equipment. Most services are excluded 
from the retail sales tax base. The major retail sales tax expenditures are listed in 
Appendix I. 


The Province determines both the retail sales tax base and rates. Registered 
vendors collect the tax as agents of the Province and remit it to the Government. 


Motive Fuel Taxes 


Ontario levies tax on motive fuels under the authority of two Acts: the Gasoline 
Tax Act and the Fuel Tax Act. Under both Acts, the tax base is applied to 
conventional petroleum-based products. Non-conventional fuels such as natural 
gas, propane, alcohol (used alone or blended with another fuel) and other 
manufactured gases are exempt. 


Fuel taxes are levied on a per litre basis. The Provincial tax is 9.3 cents per litre 
on unleaded gasoline and 12.3 cents per litre on leaded gasoline purchased in 
Ontario. This tax applies to fuel used in licensed motor vehicles, snowmobiles and 
marine pleasure craft. Fuels used for heating and cooking and for off-road use in 
farming, commercial fishing and for industrial, commercial and institutional 
purposes qualify for exemption or full rebate of tax. 


All aviation fuels purchased in Ontario are subject to a tax of 1.88 cents per litre. 


Diesel fuel purchased in Ontario for use in licensed on-road motor vehicles is 
subject to tax of 9.9 cents per litre. As with the gasoline tax, certain off-road uses 
qualify for a full rebate of tax paid or are exempt at the time of purchase. A system 
of fuel colouration is in place to distinguish diesel fuel sold for exempt purposes, 
such as farming. 


A tax of 3.1 cents per litre is applied to diesel fuel purchased in Ontario to power 
railroad locomotives. 


Per Point Yields 


Table 2 shows the 1988-89 estimated revenue yield of selected taxes on a per point 
basis. The estimated yields are based on a full year's revenue and in each case the 
tax points relate to a specific base and unit of tax, such as percentage point of tax 
or litre of gasoline. For example, one percentage point of the general retail sales 
tax is estimated to yield approximately $915 million. 


Rie 


Estimated Per Point Yield, 1988-89 
($ Million) 


Table 2 
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Retail Sales Tax (RST) 


8% - General 915 per percentage point 
5% - Transient Accommodation 13 per percentage point 
10% - Alcohol (Licensed Establishments) 
and Admission Fees La per percentage point 
12% - Alcohol (Retail Outlets) 28 per percentage point 
All RST rates 973 per percentage point 
Personal Income Tax (PIT) per percentage point 
8.67% - Taxable Income up to $27,500 1,061 per percentage point 
13.26% - Taxable Income of $27,501 to $55,000 229 per percentage point 
14.79% - Taxable Income over $55,000 106 per percentage point 
All PIT rates 1,396 per percentage point 
Ontario (PIT) Surtax 10 per percentage point 
Corporate Income Tax (CIT) 
15.5% - General 97 per percentage point 
14.5% - Manufacturing and Processing, 
Mining,Fishing, Logging and 
Farming 88 per percentage point 
10% - Small Business 70 per percentage point 
All CIT rates 255 per percentage point 
Capital Tax 165 per 1/10 point 
Tobacco Tax 10 1¢ per pack of 20 
Motive Fuel Taxes 
Gasoline & Aviation Fuel 143 1¢ per litre 
Road and Rail Diesel 38 1¢ per litre 
All Fuel tax rates 181 1¢ per litre 
OHIP Premiums (Individual and Family) 59 per $1/$2 a month 
Land Transfer Tax (LTT) per 1/10 point 
0.5 % on first $55,000 19 per 1/10 point 
1.0% between $55,000 and $250,000 38 per 1/10 point 
1.5% above $250,000 
(single family dwellings only) Pe) per 1/10 point 
All LTT rates 60 per 1/10 point 


Note: See text for interpretation of these data. 
Source: Ontario Ministry of Treasury and Economics. 
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Interprovincial Tax Rate Comparisons 


Interprovincial tax rate comparisons must be viewed with caution. Differences in 
taxable bases are particularly important in interprovincial comparisons and are 
best illustrated by comparing the application of the retail sales tax. Significant 
interprovincial differences in retail sales tax exemptions exist for clothing, 
footwear, prepared food products, heating fuels and electricity, and transient 
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accommodation. Interprovincial differences also exist in the CIT treatment of 
various activities. For example, in respect of incentives for research and 
development, Ontario provides an extra deduction, called the Super Allowance, 
while Quebec provides tax credits. In the PIT area, some provinces apply tax 
credits, flat taxes, or surtaxes which affect both marginal and effective tax rates. 


Corporation Income Tax 


As illustrated in the following chart, Ontario's general and small business 
corporate income tax rates are comparable with those in most Canadian provinces. 


INTERPROVINCIAL TAX COMPARISON 
CORPORATION INCOME TAX RATES, 1988 
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pe eae 73 “| General Rate Small Business Rate 
18 


16 


14 


BC ALTA SASK MAN ONT QUE NB NS PEl NFLD 


Source: Ontario Ministry of Treasury and Economics. 


Personal Income Tax 

Provincial personal income tax rates and provincial personal income tax revenues 
as a percentage of Basic Federal Tax are illustrated below. Ontario's effective rate 
is 51.3 per cent, when the Ontario Tax Reduction Program and surtax are taken 
into account. 
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INTERPROVINCIAL TAX COMPARISON 
PERSONAL INCOME TAX RATES, 1988 


% of Basic Federal Tax Statutory Rate 
80 


Effective Rate* 
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* Effective rate is total provincial income tax revenue (including any surtaxes and flat taxes, less any tax 
reductions) as a percentage of basic federal tax assessed in the province. 


** Estimated rate; Quebec does not impose tax as a percentage of Basic Federal Tax. 
Source: Ontario Ministry of Treasury and Economics and provincial tax statutes. 


Table 3 shows the provincial and combined federal-provincial top marginal 
personal income tax rates for 1988. Ontario has the third-lowest top marginal tax 
rate. 
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Top Marginal Personal Income Tax Rates, 1988 Table 3 
B.C. Alta. Sask. Man. Ontario Quebec N.B. N.S. P.E.I. Nfld. 

Provincial igg ko «68 Oy 16.3 26.0 17.4 LO lide LL 

Combined 

federal- 

provincial 448 449 484 49.5 46.1 51.1 47.3 463 469 47.3 

Rank 1 2 8 9 3 10 6 4 5 6 


Source: Ontario Ministry of Treasury and Economics. 


Retail Sales Tax 

General retail sales tax rates in Canada range from zero per cent in Alberta to 12 
per cent in Newfoundland. Ontario's rate of 8 per cent is in the mid-range of rates 
applied by all taxing jurisdictions. 
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INTERPROVINCIAL TAX COMPARISON 
RETAIL SALES TAX RATES, 1988 


RST Rate % General Rate 
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* No provincial sales tax is imposed. 
Source: Ontario Ministry of Treasury and Economics and provincial tax statutes. 


Tax Expenditures 


Tax expenditures are taxes that governments choose not to levy in order to 
redistribute income more fairly or to encourage individuals and corporations to 
undertake desired activities. As such, tax expenditures are exceptions to the 
normal tax rules...Tax expenditures are often used as alternatives to direct 
spending to achieve particular policy objectives. 


There are four types of tax expenditures: exemptions, deductions and allowances, 
credits, and special reduced rates of tax. All four are in use in Ontario’s tax 
system. 


Table 4 lists the ten largest tax expenditures within Ontario’s jurisdiction, along 
with an estimate of revenue foregone for each expenditure. However, because 
many of these tax expenditures are interdependent, economists agree that these 
estimates should not be added together to derive a total value of foregone revenue. 
A more complete list of Ontario’s major tax expenditures, along with a brief 
description of each, is contained in Appendix I. 
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Ten Largest Tax Expenditures Table 4 
Within Ontario’s Sole Jurisdiction 

in 1988-89 

($ Millions) 


Ontario Revenue Foregone 
Retail Sales Tax Expenditures 


Professional Services 3,057 
Commercial Services 2,011 
Energy Goods 1,687 
Personal Services 1,682 
Basic Groceries 1,102 
Production Machinery Goods 818 
Personal Income Tax Expenditures 
Ontario Health Insurance Plan Premium Assistance* 770 
Ontario Tax Grants to Seniors* 471 
Ontario Tax Credits** 444 
Corporate Income Tax Expenditures 
Small Business Deduction 385 


* Although not directly part of the Personal Income Tax system, these tax expenditures provide benefits to 
individuals. 

** Personal Income Tax expenditures are based on 1988 taxation year. 

Source: Ontario Ministry of Treasury and Economics. 
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Expenditure Profile 


As of September 30, 1988, it is estimated that Provincial expenditures will amount 
to $37.9 billion in 1988-89. More than two-thirds of all Provincial spending is on 
social programs, with the balance allocated to economic development, justice, 
public debt interest, and other government activities. The charts below illustrate 
the proportion of government spending by major expenditure area in 1988-89 and 
1978-79. 


DISTRIBUTION OF ONTARIO’S EXPENDITURES 
1988-89 
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Source: Ontario Ministry of Treasury and Economics. 
The charts indicate that there has been an appreciable shift in the composition of 


Provincial expenditures. The dominant feature of this shifting pattern is a notable 
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increase in the share of spending allocated to health care. The Ministry of Health 
is expected to account for 33 per cent of expenditures in 1988-89, compared to 28 
per cent in 1978-79. 


The proportion of Provincial spending allocated to social services and income 
support has also increased significantly. This area represented 11 per cent of 
spending in 1978-79, and accounts for 15 per cent of expenditures in 1988-89. 


While an increasing share of expenditures is being taken up by health and social 
services and income support, the expenditure shares for education and for 
resources and economic development are being compressed. Education 
expenditures represented 25 per cent of Provincial spending in 1978-79, and are 
estimated to be 19 per cent in 1988-89. The share of Provincial spending dedicated 
to resources and economic development has fallen from 19 per cent in 1978-79 to 
an estimated 16 per cent in 1988-89. 


Health Care 


The increasing share of spending dedicated to health care is of particular fiscal 
importance because it has influenced and will continue to affect the resources 
available for all other Provincial programs. 


In the period from 1978-79 to 1988-89, health care expenditures increased at an 
average annual rate of 12 per cent. After allowing for population growth, which 
averaged 1 per cent per annum over the period, per capita health spending 
increased at a rate of 11 per cent per year. 


The largest components of the overall health care program are the Operation of 
Hospitals, the Ontario Health Insurance Plan (OHIP) and the Ontario Drug 
Benefit Plan (ODB). In 1988-89 these three programs will account for 80 per cent 
of Ministry of Health expenditures. A more detailed look at health care funding is 
provided in Appendix II. 


Expenditures for the Operation of Hospitals, the largest component of health care 
expenditures, increased at an average annual rate of 11 per cent over the 1978-79 
to 1988-89 period. Spending has more than doubled from $2.0 billion to $5.5 
billion. The share of the Ministry of Health budget dedicated to the Operation of 
Hospitals has declined, however, from 50 per cent in 1978-79 to 43 per cent in 
1988-89. 


OHIP costs have increased at an average annual rate of 15 per cent over the 
period, quadrupling total OHIP outlays from $1.0 billion in 1978-79 to $4.0 billion 
in 1988-89 and increasing the program's share of Ministry of Health expenditures 
from 26 per cent to 32 per cent. Rising utilization and an average annual 3.3 per 
cent increase in the number of physicians over the past ten years were 
contributing factors to this increase. 


One of the most rapidly growing components of health care costs is the Ontario 
Drug Benefit Plan. Ministry of Health expenditures on the ODB plan increased 
from $89 million in 1978-79 to $569 million in 1988-89. The share of Ministry of 
Health expenditures allocated to ODB increased from 2 per cent to 5 per cent over 
the period. One factor accounting for this fast growth has been a rapid increase in 
the size of the eligible population. There are 35 per cent more seniors aged 65 and 
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over in the province in 1988 compared to 1978. An additional factor has been the 
sharply increasing average cost of claims. 


The rapid rate of increase in health care expenditures in Ontario has resulted in a 
marked increase in Ontario’s per capita health expenditures relative to per capita 
health spending in the other provinces. The following chart shows per capita 
health spending in Ontario compared to the average spending in the other nine 
provinces over the 1983-84 to 1987-88 period. 


In 1983-84, Ontario’s per capita health spending, at $896, was about 9 per cent 
below average spending in other provinces of $979 per capita. By 1987-88, 
however, Ontario’s per capita level was $1,285, about 9 per cent above the average 
of $1,175 per capita spent in the other nine provinces. The higher rate of increase 
in Ontario compared to other provinces has resulted in Ontario’s rank in per capita 
health spending increasing from fifth highest in 1983-84 to third highest in 
1987-88. 


PROVINCIAL HEALTH CARE SPENDING ' PER CAPITA 
1983-84 TO 1987-88 


Rank 2 


Ontario 


Provincial Average excluding Ontario 
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1 Combined Provincial and Local government sectors. 
2 Ontario’s rank among provinces, from highest to lowest. 
Source: Statistics Canada 


Transfer Payments 


Almost three-quarters of the Government's expenditures, or $27.8 billion, are 
transfer payments to third parties such as hospitals, school boards, universities 
and municipalities. The principal components of these transfers are listed below. 
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1988-89 Transfer Payments Table 5 
% of 
$ Billion Spending 
Five Major Transfers 
Hospitals 5.5 14.5 
Colleges 0.7 1.7 
Universities 16 4.1 
School Boards 3.9 10.3 
Municipalities 4.2 11.0 
Other Transfers 
OHIP 4.0 10.6 
ODB 0.7 1.8 
Other 7.3 19.4 
Total Transfer Payments aio 73.4 


Note: May not add due to rounding. 
Source: Ontario Ministry of Treasury and Economics. 
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Non-Transfer Payment Expenditures 


The 26.6 per cent of expenditures which are not in the form of transfer payments 
amount to $10.1 billion. More than $4.0 billion of non-transfer payments will be 
spent on public debt interest. The remaining $6.1 billion will fund institutions 
operated by the Province, such as psychiatric hospitals and correctional facilities, 
and other government programs, including administration. 


Capital 


In total, approximately $2.8 billion is provided in 1988-89 for capital investments, 
including investments made by transfer payment recipients. Since 1984-85, 
Provincial capital expenditures have increased at an average annual rate of 6.6 
percent. The graph below shows the level of capital expenditures in recent years. 


CAPITAL EXPENDITURES 
1984-85 TO 1988-89 
$ Billion 


1984-1985 1985-1986 1986-1987 1987-1988 1988-1989 


Source: Ontario Ministry of Treasury and Economics. 
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Spending Control 
Savings and Constraints Measures 


The 1988-89 Budget contained a provision for a Government-wide $500 million 
expenditure savings and constraints program. This measure was part of the 
Government's continuing efforts to control spending and improve the efficiency of 
program delivery. In the 1987-88 fiscal year, $350 million in savings were 
achieved in this way. 


This year, every Ministry contributed to the savings and constraints goal through 
across-the-board reductions in total salaries and benefits of two per cent and 
reductions in non-payroll expenditures of six per cent. In addition, some ministry- 
specific reductions were applied to general program areas based on reduced cash 
flow requirements. 


Expenditure Growth 


In each of the past two years, the Province’s growth in expenditures has been held 
below the rate of growth in the economy. In 1987-88, expenditures grew at 8.6 per 
cent compared to a 9.7 per cent increase in nominal GDP. In 1988-89, expenditure 
growth is forecast at 8.4 per cent compared to 9.2 per cent growth forecast for 
nominal GDP. These trends have resulted in a decline in expenditures as a share 
of Gross Domestic Product. 


EXPENDITURE AS A SHARE OF THE ECONOMY 
1984-85 to 1988-89 
% GDP 
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Source: Ontario Ministry of Treasury and Economics. 


Relative to other provinces, Ontario has had the highest rate of growth in per 
capita expenditures over the past four years. From 1985-86 to 1988-89, the all- 
province average annual rate of per capita expenditure growth has been 5.3 per 
cent, compared to Ontario’s average rate of 7.8 per cent. 
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PER CAPITA SPENDING GROWTH 
1985-86 TO 1988-89 


Average % Change 
12 


6 Average 5.3 
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Source: Ontario Ministry of Treasury and Economics. 


Despite high rates of expenditure growth, the level of total per capita expenditures 
in Ontario remains below the average level of other provinces, ranking Ontario 
7th among the provinces in per capita spending. Faster expenditure growth in 
Ontario is narrowing this spending gap, however. This trend is shown in the 
following chart. 


TOTAL PROVINCIAL EXPENDITURES' PER CAPITA 
1984-85 TO 1988-89 
Ontario : Provincial Average excluding Ontario 


$ Thousand Rank2 
7 


1984-1985 1985-1986 1986-1987 1987-1988 1988-1989 


1 Combined Provincial and Local government sectors. 
2 Ontario’s rank among provinces, from highest to lowest. 
Source: Ontario Ministry of Treasury and Economics. 
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Fiscal Indicators 


Ontario's fiscal trends can be assessed in terms of commonly used indicators. The 
following section evaluates the fiscal position of the province. 


Ontario's deficit rose to a level of more than $3.1 billion in 1982-83, but since that 
time has declined to $2.5 billion in 1987-88, and is forecast to be $1.6 billion in 
1988-89, a reduction of almost $900 million from the previous year. 
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Source: Ontario Ministry of Treasury and Economics. 
Net cash requirements have been reduced from the $2.5 billion peak level reached 


in 1982-83 to $1.3 billion in 1987-88, and are expected to decline to an estimated 
$482 million in 1988-89. 
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Source: Ontario Ministry of Treasury and Economics. 
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Ontario's public debt interest costs will exceed $4.0 billion in 1988-89, requiring 
11.1 per cent of revenues. By contrast, federal public debt charges in 1988-89 are 
currently forecast at 31 per cent of federal budgetary revenues. The Ontario 
proportion continues its downward trend from a high of 12.4 per cent in 1985-86. 


PUBLIC DEBT INTEREST AS A PERCENTAGE OF REVENUE 
1978-79 TO 1988-89 
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Source: Ontario Ministry of Treasury and Economics. 


Ontario’s operating position reflects the Province’s ability to pay for day-to-day 
operating needs from current revenues. Current expenditures exclude spending 
on capital investments, while current revenues exclude one-time cash flow 
increases associated with the federal government’s acceleration of personal income 
tax transfers. In 1988-89, Ontario’s operating position will be in a surplus of 
almost $1 billion. This surplus will contribute towards the funding of more than 
$2.8 billion in capital expenditures this year. 
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Ontario's total accumulated own purpose debt is expected to be $38.8 billion by the 
end of 1988-89. Measured as a share of the economy, the debt burden has 
moderated in the past five years. From a peak of 18.0 per cent of provincial Gross 
Domestic Product in 1983-84, the debt declined to 16.5 per cent in 1987-88. In 
1988-89, debt as a share of the economy is expected to decline further to 15.8 per 
cent, the lowest proportion achieved since 1974-75. 


TOTAL OWN-PURPOSE DEBT AS A SHARE OF THE ECONOMY 
1978-79 TO 1988-89 
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Source: Ontario Ministry of Treasury and Economics. 


As of March 31, 1988, the Province has in addition accumulated $7.5 billion of debt 
on behalf of Ontario Hydro. The Province has also guaranteed $17.5 billion of 
Ontario Hydro’s borrowing. 


Another fiscal indicator used as a measure of Ontario's ability to carry its total 
own-purpose debt is the number of months of revenue that would be required to 
repay this debt. This number has fallen steadily in the past five years, from 15.4 
months in 1983-84 to 13.7 months in 1987-88. In 1988-89, it is expected to fall 
further to 12.8 months, lower than in any other year since 1970-71. 
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MONTHS OF REVENUE TO REPAY TOTAL DEBT 
1978-79 TO 1988-89 
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Source: Ontario Ministry of Treasury and Economics. 


On an interprovincial basis, Ontario's fiscal performance compares favourably. At 
$171 per person, Ontario will have the second lowest deficit per capita in 1988-89. 
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Debt and Debt Financing* 


Ontario's Debt 


COMPOSITION OF ONTARIO’S OWN-PURPOSE TOTAL DEBT 
MARCH 31,1988 
($BILLION) 
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Source: Ontario Ministry of Treasury and Economics. 


Ontario's own-purpose total debt consists of funded and unfunded debt. Own- 
purpose total debt amounted to $37 billion as of March 31, 1988. 


Funded debt, the largest portion, has a specified term to maturity and is secured 
by a debt instrument such as a bond or Treasury Bill. Ontario's funded debt is 
concentrated in non-public debt, owed primarily to the Canada Pension Plan 
(CPP) and the Teachers' Superannuation Fund (TSF) in the form of long-term, 
non-marketable securities at market-related rates of interest. Debt owed to the 
general public constitutes 3.5 per cent of the Province's total debt. The Province's 
estimated funded debt at March 31, 1989 will be $29.6 billion of which about 90 
per cent will be owed to the CPP and TSF. 


Unfunded debt refers to obligations that are not secured by a debt instrument, 
such as deposits with the Province of Ontario Savings Office and for the Public 
Service Superannuation Fund (PSSF). Unfunded debt represents 22.2 per cent of 
Ontario's total debt, up from 16 per cent ten years ago. Ontario's own-purpose 
total debt will be about $39 billion by the end of fiscal 1988-89 compared to $18.1 
billion ten years ago. 


*All Ontario debt figures for 1988-89 are based on the September 30, 1988 Ontario Finances. 
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Consolidated Public Sector Funded Debt 


CONSOLIDATED PUBLIC SECTOR FUNDED DEBT 
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Source: Ontario Ministry of Treasury and Economics. 


The broadest measure of funded debt in the Ontario Public Sector is Consolidated 
Public Sector Funded Debt, which includes debt incurred at all levels of Provincial 
jurisdiction. As of March 31, 1988, Consolidated Public Sector Funded Debt is 
estimated to have reached $57.8 billion. 


The preponderance of Provincial and Provincially-guaranteed debt in this 
measure illustrates Ontario's practice of centralizing public sector financing at the 
Provincial level. Ontario's direct and guaranteed funded debt, which is over 90 per 
cent of the consolidated debt, consists of obligations for the Province's own purpose 
or for Ontario Hydro. Due to Ontario's practice of centralized financing, there isa 
limited requirement for public borrowing by local bodies, colleges and hospitals. 
Internal funds and Provincial grants finance a large proportion of local capital 
expenditures, with the remainder financed by borrowing. Local government debt 
is about 4 per cent of consolidated funded debt while less than one-half of one per 
cent consists of the obligations of universities, colleges and hospitals. The 
Provincial (direct and guaranteed) share of Consolidated Public Sector Funded 
Debt has been rising over time, reflecting the centralized approach to financing. 


Hydro Borrowing 


In 1988 and 1989, Ontario Hydro's annual gross borrowing is expected to be 
around $3.4 and $3.2 billion, respectively, with borrowing net of retirements 
amounting to $1.5 billion in 1988 and $1.5 billion in 1989. The Province will 
continue to monitor Hydro's financing needs and plans to ensure that they are 
consistent with the Province's fiscal and financing plans. 
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Interprovincial Debt Comparison 


INTERPROVINCIAL FUNDED DEBT COMPARISONS 
DECEMBER 1987 
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Source: Bank of Canada Review and Ontario Ministry of Treasury and Economics. 


Interjurisdictional debt comparisons usually focus on funded debt measures 
because this assures a standard of conceptual uniformity and comparability across 
jurisdictions and over time. Similarly, in order to avoid the inconsistencies caused 
by provinces assuming different types of debt at different levels of the public 
sector, the sum of funded debt owed by a province and debt guaranteed by a 
province is often used in interprovincial comparisons. Nevertheless, the 
comparisons remain limited by differences in treatment across provinces of 
sinking funds and purchases by public sector investment funds, such as the 
Alberta Heritage Savings Trust Fund. 
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Ontario's direct and guaranteed debt measures are relatively low compared to 
other provinces. In 1987, Ontario owed $5,458 per person. This was the third 
lowest level of direct and guaranteed debt per capita in Canada, higher only than 
Prince Edward Island and Alberta. Ontario had the second lowest level of debt as 
a per cent of Gross Domestic Product (26.5 per cent), after Alberta. 


Ontario's Financing 


The Province of Ontario has available for its financing purposes the funds of the 
Teachers' Superannuation Fund (TSF) and Ontario's share of the Canada Pension 
Plan (CPP), as well as domestic and international capital markets. Because of the 
structure of contributions and benefits of these two pension plans, they have been 
a growing source of financing for Ontario. In 1988-89, availability of non-public 
sources of funds exceeds the Province's needs and, consequently, Ontario will 
decline the CPP funds available to it. CPP funds not required by the Province 
have been offered to Ontario Hydro. To date, in 1988-89, the Province has 
borrowed $523 million from the CPP on behalf of Ontario Hydro. In addition, the 
1988 Budget announced that $2 billion of CPP funds would be made available to 
aid in the provision of 30,000 units of non-profit housing over the next 3-5 years. 


Recent reports to the government from Lawrence Coward, on the financing of 
indexation benefits, from the Task Force on the Investment of Public Sector 
Pension Funds, and from Dr. David Slater, on consultations held with respect to 
these issues, have recommended that the investments of the TSF and PSSF be 
placed in marketable securities rather than non-marketable Provincial 
debentures and deposits. If these recommendations were accepted, the Province 
would increasingly meet its financing needs from public market sources, as do 
most other provinces. 


Ontario's Maturing Debt 


Approximately 12 per cent of Ontario's funded debt (excluding Treasury Bills) is 
scheduled to mature in the five-year period from April 1988 to March 1993 and 30 
per cent in the ten years from 1989 to 1998. In the five-year period ending March 
1993, maturities (excluding Treasury Bills) will total $3.4 billion, with 70 per cent 
representing retirements of Canada Pension Plan obligations. 
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ONTARIO DEBT MATURITY 
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Provincial Ratings Table 6 
October 1988 
Canadian Dominion 
Standard Bond Bond 
and Rating Rating 
Poor’s Service Service 
(S&P) Moody’s (CBRS) (DBRS) 
British Columbia AA Aa2 AA AA (low) 
Alberta AA+ Aal AA AA 
Saskatchewan AA - Al AA- A (high) 
Manitoba A+ Al AA - A (low) 
Ontario AAA Aaa AAA AA 
Quebec AA - Aa3 A A (high) 
New Brunswick A+ Al A A 
Nova Scotia A- A2 A- A (low) 
Prince Edward Island NR* A3 BBB+ A (low) 
Newfoundland A- Baal BBB BBB 


* Not Rated. 


Source: Ontario Ministry of Treasury and Economics, Canadian Bond Rating Service, Dominion Bond Rating 
Service, Moody’s Bond Survey and Standard and Poor’s CreditWeek. 


Following the economic recession of the early 1980's, nearly all Canadian 
provinces were downgraded by one or more major credit rating agencies, including 
Standard and Poor's downgrading of Ontario in November 1985. In the past two 
years, four western provinces were downgraded and three eastern provinces were 
upgraded, reflecting the unevenness of economic recovery across Canada. In 
August 1988, Standard and Poor's restored Ontario's rating to AAA, making 
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Ontario the only Canadian province assigned Triple A by three credit rating 
agencies (Standard and Poor's, Moody's and the Canadian Bond Rating Service). 
The Province shares Dominion Bond Rating Service's highest provincial rating 
with Alberta (AA). 


a 

Rating Adjustments in 1986, 1987 and 1988 Table 7 

— 

Rating Change 

British Columbia Downgraded from: Aal to Aa2 (Moody’s) 

Alberta Downgraded from: Aaa to Aal (Moody’s) 
AAA to AA+ (S&P) 
AAA to AA (CBRS) 

Saskatchewan Downgraded from: AA to AA- (S&P) 


Aa3 to Al (Moody’s) 
AA to AA-(CBRS) 


Manitoba Downgraded from: AA-to A+ (S&P) 
A to A(low) (DBRS) 
Ontario Upgraded from: AAA- to AAA (CBRS) 
AA+ to AAA (S&P) 
Quebec Upgraded from: A1 to Aa3 (Moody’s) 
New Brunswick Upgraded from: A2 to Al (Moody’s) 


Source: Ontario Ministry of Treasury and Economics, Canadian Bond Rating Service, Moody’s Bond Survey 
and Standard and Poor’s CreditWeek. 
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Federal-Provincial Funding Programs 


The following sections describe the two major programs through which the 
provinces now receive substantial federal funding: the fiscal arrangements and 
the Canada Assistance Plan. In addition, the proposed Canada Child Care Act and 
some implications for Ontario are highlighted. 


Federal-Provincial Fiscal Arrangements 


Introduction 


The federal-provincial fiscal arrangements are the institutional vehicles through 
which the federal government transfers funds to the provinces as part of its 
historical commitment to certain national shared-cost programs, and to the 
principle of interprovincial fiscal capacity equalization. The largest of these 
payments is made in respect of health care and post-secondary education under 
Established Programs Financing. Funds are also transferred under the 
Equalization program, the Fiscal Stabilization program, and the Personal Income 
Tax Revenue Guarantee. 


Although often discussed in terms of federal-provincial negotiation and 
agreement, the fiscal arrangements are under the sole legislative and 
administrative control of the federal government. Every five years, legislation in 
this area is drafted and enacted by the federal government, and requires no 
provincial enabling legislation, support or even agreement to operate. In practice, 
however, Ottawa has consulted with the provinces on potential revisions to the 
legislation prior to enactment. 


Established Programs Financing 


Adopted in 1977 to replace the federal-provincial shared-cost programs in the 
fields of health and post-secondary education, Established Programs Financing 
was regarded as a milestone in co-operative federalism in Canada. The essence of 
the new arrangement was that the provinces, long dissatisfied with the 
cumbersome and inflexible nature of the cost-sharing arrangements, were given 
greater policy and administrative latitude through a move to block funding. At 
the same time, Ottawa lessened its financial risk by tying its contributions to the 
rate of growth of the national economy rather than to provincial expenditures. 


Shortly after the new arrangement had been agreed upon, the federal government 
decided to keep track of the individual cash components of the transfers for health 
and post-secondary education. While not consistent with the principle of block 
funding, the split was for federal bookkeeping purposes only and did not require 
provinces to demonstrate that they had, in fact, spent the funds in these areas. 


The Canada Health Act passed by Parliament in 1984, sets program criteria and 
conditions of payment for the cash portion of transfers paid to the provinces for 
insured health care services and extended health care. Under the terms of the 
legislation, each province’s health insurance plan must satisfy federal 
requirements respecting comprehensiveness, portability, universality, 
accessibility and public administration. 


The federal government is empowered to withhold a portion of the provincial 
transfer payments equal to the amount that physicians bill above the rates set out 


ae 


in the provincial fee schedules. Dollar for dollar deductions are also imposed on 
provinces that permit user charges. Between July 1984 and June 1986, over $106 
million in payments to Ontario were withheld by the federal government. The 
Province has since complied with the conditions of the Canada Health Act by 
eliminating extra-billing for insured health services and has recouped the amount 
withheld. 


As shown in Table 8, the federal government has taken a number of further 
actions to restrain the growth of its payments to the provinces. When the fiscal 
arrangements were amended in 1982, the Revenue Guarantee Compensation, 
which was built into Established Programs Financing as part of the 1977 
agreement, was removed. This effectively eliminated a portion of the per capita 
entitlements. 


Established Programs Financing transfer growth is based on both growth in the 
economy and population increases for individual provinces. Under the two-year 
federal “6 & 5” restraint program introduced in June 1982, per capita limits were 
imposed on post-secondary education transfer growth. 


Most recently, the federal government’s Bill C-96, An Act to Amend the Federal- 
Provincial Fiscal Arrangements and Federal Post-Secondary Education and 
Health Contributions Act, 1977, received Royal Assent in June 1986. It reduces 
the annual growth in per capita Established Programs Financing transfers by two 
percentage points. In 1988-89, Bill C-96 will reduce Ontario’s Established 
Programs Financing entitlements by $395 million. Taken together, the reductions 
in Established Programs Financing entitlements for Ontario amount to $976 
million in 1988-89, and will exceed $1 billion in 1989-90. 


Provincial Losses Due To Table 8 
Federal EPF* Cuts Since 1982 
($ Million) 

Elimination "6&5" 

of Revenue Caps on Reduction 

Guarantee PSE** of EPF* 

Compensation Transfers Escalator Total 
All All All 
Ontario Prov.*** Ontario Prov.*** Ontario Prov.*** Ontario 

1982-83 293 827 at ~ - = 293 
1983-84 323 910 41 117 - - 364 
1984-85 354 992 90 253 = = 444 
1985-86 382 1,068 98 213 f sf 480 
1986-87 409 1,139 105 291 114 316 628 
1987-88 436 1,205 111 308 246 679 793 
1988-89**** 463 1,272 118 325 395 1,088 976 
1989-90**** 494 1,345 126 344 568 1,549 1,188 
CN ee LR 2 Sr at Fe a Oe Le hh EO, eS ae SY BO OE se 
TOTAL 3,154 8,760 690 1,911 Lagoa 3,032 5,167 
Sa ee ech 


x Established Programs Financing. 


Post-Secondary Education. 
Includes Territories. 
Forecast 


ok 
eee 
Note: Figures may not add due to rounding. 
Source: Ontario Ministry of Treasury and Economics 


source: Vepartment OI finance, Uanada and Untarlo Ministry OF Lreasury and fhconomics, 
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Federal support for Ontario health and post-secondary education programs has 
fallen from a peak of 52 per cent of provincial-local spending for these purposes in 
1979-80 to under 40 per cent in 1988-89. 


Equalization 


Equalization payments are unconditional transfers from the federal government 
to qualifying provinces, with the purpose, as enshrined in Section 36 of the 
Constitution Act, 1982, of ensuring that provincial governments have sufficient 
revenues to provide “reasonably comparable levels of public services at reasonably 
comparable levels of taxation”. The actual determination of equalization 
entitlements has evolved over the years by refinements and adjustments to the 
formula since the inception of the program in 1957. Although there have been 
disagreements about these changes, some of which have had quite dramatic 
effects, all provinces have supported the overall thrust of the Fiscal Equalization 
Program. 


Ontario has never been an equalization recipient. Indeed, when oil price shocks 
created the possibility of Ontario receiving equalization payments, these 
equalization payments were prevented through a retroactive legislative 
amendment in 1981. 


The current “five-province standard” of fiscal capacity replaced a national 
average standard in 1982. This change, combined with a number of tax base 
modifications, tended to disadvantage Quebec and Manitoba. Accordingly, a 
transitional guarantee was incorporated into the formula. The transitional 
guarantee provided that no province could receive less under the new formula 
than it received in the last year of the old formula. Provision was made for a 
specified amount of growth. 


As Table’9 illustrates, all provinces except Alberta, British Columbia and Ontario 
receive significant federal equalization transfers. 


Estimated Equalization Entitlements Table 9 
by Province, 1988-89 


($ Million) ($ Per Capita) 


Newfoundland 844 1,486 
Prince Edward Island 182 1,340 
Nova Scotia 783 886 
New Brunswick 776 1,087 
Quebec 3,299 497 
Manitoba 635 586 
Saskatchewan 288 285 
TOTAL 6,798 616 
ee  * 


Notes: 1 Figures may not add due to rounding. 
2 Ontario, Alberta and British Columbia have net negative entitlements and do not receive equalization 
payments. 


Source: Department of Finance, Canada: Provincial Fiscal Equalization, Second Estimate, 1988-89 (September, 1988). 
a 


For 1988-89, the current estimate of total equalization entitlements is $6.8 billion. 
The sole legislative constraint on the growth of equalization entitlements is that 
aggregate transfers must not exceed the year over year increase in Gross National 
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Product (GNP). So far, this ceiling has not had to be applied. Although Quebec 
receives the greatest share of total equalization, on a per capita basis, it receives 
the second least. 


Fiscal Stabilization 


In order to protect provinces from sudden year-over-year losses in revenue 
resulting from an economic downturn, the federal government has provided for 
fiscal stabilization payments. These unconditional cash transfers ensure that each 
province’s tax revenues, measured on the basis of constant tax rates and structure, 
plus its equalization payments, will not be less than they were in the previous 
year. 


In 1987-88, the federal government introduced, among other technical changes, an 
annual ceiling of $60 per capita for grant assistance. Fiscal Stabilization 
entitlements exceeding this limit are provided as interest-free loans repayable 
within five years. To date, only one province has received payments under this 
program -- British Columbia received $175 million in respect of the 1982-83 fiscal 
year. However, fiscal stabilization payments provide an important guarantee for 
many provinces. 


Personal Income Tax Revenue Guarantee 


Since provinces set personal income tax rates in relation to the basic federal tax, 
the federal Personal Income Tax Revenue Guarantee provides limited 
compensation to provinces when federal tax policy changes reduce provincial 
revenues within a taxation year. Compensation is provided for the amount that 
personal income tax revenue losses exceed 1.0 per cent of basic federal tax for the 
province. The only Revenue Guarantee payment made to date has been $4.3 
million to Saskatchewan in respect of the 1985 taxation year. 


Canada Assistance Plan 


The Canada Assistance Plan (CAP) was established by federal legislation in 1966 
as a cost-sharing mechanism for provincially-administered social assistance and 
welfare programs. The Canada Assistance Plan replaced the targetted shared-cost 
programs that provided assistance for the elderly, the blind, the disabled and the 
unemployed. By the end of the 1960s, these programs had come under increasing 
criticism for their eligibility restrictions. The new program was designed to bring 
a measure of order and coherence to fragmented provincial public assistance 
systems. 


Since its inception, federal payments under CAP increased from $0.3 billion in 
1967-68 to an estimated $5.0 billion in 1988-89. This makes CAP the third largest 
source of transfers to the provinces after Established Programs Financing and 
equalization. Ontario revenue from CAP is expected to total $1.3 billion for 
1988-89. 


The Canada Assistance Plan is intended to act as a safety net. Under its 
provisions, the federal government contributes an amount equal to 50 per cent of 
provincial expenditures on assistance payments (food, shelter and clothing) to 
individuals in need, and a range of services, including child welfare, child care, 
homemaker services for the elderly, institutions for the disabled and family 
counselling. To qualify for federal CAP funds, provincial programs must be 
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designed to benefit those “in need or likely to become in need”. As well, potential 
beneficiaries must demonstrate their eligibility through either a needs test or an 
income test, as determined by each province and subject to federal guidelines. 


The Canada Assistance Plan has been the subject of numerous reviews during the 
last two decades. In 1970-71, the Senate Committee on Poverty issued a report 
that was critical of CAP and recommended that it be replaced by a guaranteed 
annual income. Ten years later, negotiations were underway to remove social 
services from CAP and provide them through a block fund under a proposed Social 
Services Financing Act modelled on Established Programs Financing. The 
proposal, however, was withdrawn ‘when the provinces refused to accept a 
reduction in the Established Programs Financing escalator to GNP growth less 
one per cent. The proposal to replace the federal share of CAP and other federal 
tax and transfer programs, such as family allowances and child tax credits, with a 
guaranteed annual income, was resurrected by the Macdonald Commission in 
1985 when it recommended the adoption of a Universal Income Security Program. 


More recently, the Nielsen Task Force on Program Review found no support for a 
major revision of CAP. However, its report did register concern over the trend 
toward long-term dependence on assistance among “employables” and warned of 
the danger that future CAP costs may become unaffordable as a result. The 
Nielsen review concluded that it may be necessary to change the open-ended 
nature of CAP funding by limiting federal spending under the agreement. 
However, the Canada Assistance Plan remains a Singular example of 
intergovernmental collaboration and cost-sharing of major social programs 
available across Canada. 


Canada Child Care Act 


Provincial child care expenditures for this fiscal year are estimated at $300 
million, an increase of 238 per cent from the level of 1984-85. 


On September 26, 1988, the House of Commons passed the proposed Canada Child 
Care Act, draft legislation to enable the federal government to enter into cost- 
sharing agreements to contribute to provincial child care programs. The Act died 
during Senate review with the September 30 dissolution of Parliament, and would 
have to be re-introduced. In all, the federal government has announced a total of 
$6.4 billion for child care over seven years. Of this amount, $2.3 billion is for tax 
provisions, $60 million is for special programs for native people, $100 million is for 
Special demonstration and research projects, and $3.9 billion is for contributions to 
provincial child care programs. 


The federal government has offered to replace open-ended contributions to Ontario 
child care programs with a maximum $1.7 billion in federal program contributions 
over the 1988 to 1995 period. Subject to annual federal funding limits, Ottawa’s 
contributions would include 75 per cent reimbursements for capital grants for 
approved not-for-profit child care facilities, as well as 50 per cent reimbursements 
for operating grants for all approved child care centres. 


Provinces also have the option to continue current federal cost-sharing of child 
care expenditures under the Canada Assistance Plan rather than convert to an 
arrangement under the proposed Canada Child Care Act. 
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Provincial-Local Transfers 


In 1988-89, the Province will provide close to $4.2 billion in financial support to 
municipalities and municipal agencies, as indicated in Table 10. 


Provincial support to school boards also amounts to almost $4.2 billion, including 
nearly $238 million in capital assistance. 


Highlights of Provincial Transfers Table 10 
to Local Governments 
($ Million) 
Outlook 
1988-89 
Transfers to Municipalities 
Unconditional 874 
Roads 685 
Transit 340 
Social Services 1,367 
Health 196 
Environmental 142 
Recreational & Cultural 90 
Other _ 470 
Total Municipal Transfers 4,164 
Transfers to School Boards 
General Legislative Grants 3,915 
Capital Grants _ 238 
Total School Transfers 4,153 
Total Transfers to Local Government 8,317 


Source: Ontario Ministry of Treasury and Economics. 


Transfers to Municipalities 


Transfer payments to municipalities are estimated to increase by 7.7 per cent in 
1988-89. 


The average annual growth in Provincial support to the municipal sector has 
significantly outpaced inflation in Ontario over the last five years. As Table 11 
indicates, total operating transfers increased faster than the rate of inflation (4.6 
per cent) while the growth in capital transfers kept pace with inflation, reflecting 
the more stable pattern of Provincial capital activity in general. 
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Provincial Transfers to Municipalities Table 11 
($ Million) 
LLL essen sees 
Average 
Annual 
Outlook Increase 
1983-84 1988-89 (%) 
Unconditional 691 874 4.8 
Conditional 1,305 2,181 10.8 
Total Operating 1,996 3,055 8.9 
Capital 899 1,109 4.3 
Total Transfers 2,895 4,164 7.5 


—------——————————————— 


Source: Ontario Ministry of Treasury and Economics. 


Municipal Sector Performance 


Municipal spending in 1988 is expected to grow by 11.8 per cent. This growth 
continues to be led by the areas served by regional governments, excluding Metro 
Toronto, which account for 40 per cent of municipal spending. These areas are 
generally experiencing above-average service growth as measured by the growth 
in households. It should also be noted that individual municipal patterns of 
growth within these areas can vary considerably. By comparison, Table 12 shows 
that, for municipalities not within regional governments, spending growth is 
expected to average only 8.3 per cent. 


SSS SS SSD 
Estimated Municipal Spending, 1987 & 1988 Table 12 


($ Million) 

ybalpheh bevecititiaiie 9s) hapless Mieka °° Ra 1s NR ere cs 
1987 1988 (%) 

Metropolitan Toronto 3,643 4,060 11.4 

Other Regional Governments 4,517 5,180 14.7 

All Regional Governments 8,160 9,240 13.2 

Cities Not Part of Regional Governments 1,595 1,726 8.2 

All Other Municipalities TOL 1,845 8.5 

Non-Regional Governments 3,296 3,571 8.3 

Total Municipal Sector 11,456 12,811 11.8 


Source: Ontario Ministry of Municipal Affairs. 
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As shown in Table 13, the proportion of municipal financing accounted for by 
transfers and municipal property taxes has dropped over the period, with the 
difference being made up by other revenues, particularly user fees. 
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Municipal Revenue Mix Table 13 
(Per Cent) 
1983 1988 
Property Taxation 35.6 35.0 
Provincial Grants 32.9 30.7 
All Other Revenues 315 34.3 
100.0 100.0 


Source: Ontario Ministry of Municipal Affairs 


As a group, municipalities are in a better position than the Province with respect 
to their debt burdens. “Debt” includes total long term debt and sewer and water 
project debt. In 1987, total municipal own-purpose debt was approximately $3 
billion, or about 26 per cent of total annual revenues. By comparison, total 
Steere own-purpose debt was 114 per cent of annual budgetary revenue. 
Public debt interest payments are estimated at about 11 per cent of annual 
revenues for the Province in 1988 -- higher than the 7 per cent estimated for 
municipalities. 


OWN-PURPOSE DEBT AS A PER ort OF ANNUAL REVENUE 
% [| inci = Municipal 


1983 1984 1985 1986 1987 


Sources: Ontario Ministry of Treasury and Economics and Ontario Ministry of Municipal Affairs. 


During the last five years, municipalities have, as a group, reduced their reliance 
on long-term borrowing to finance expenditures. It should be noted there are 
restrictions on the ability of municipalities to carry an operating deficit. The 
Ontario Municipal Board provides guidelines for measuring a municipality’s 
ability to take on increased debt. As a general rule, the Board and the Ministry of 
Municipal Affairs have determined that a municipality should not commit to 
spend more than 20 per cent of its annual operating revenue on debt servicing. 
Municipalities retain a significant capacity to assume debt for capital projects or 
other major requirements. Table 14 below shows the most recent estimates of 
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“municipal capacity to borrow funds, excluding debt assumed on behalf of school 
boards and Provincially-guaranteed debt. 


° e e e ry 
Estimated Municipal Debt Capacity, 1987 lable 14 
($ Million) 


ys Mn RMN TT MEE I OL cae Ene 
Total Debt Capacity 
Capacity $ % 

Municipalities within Metropolitan Toronto 3,449 2,847 B2:5 

Municipalities within Regions 3,317 2,454 74.0 

All Regional Governments 6,767 5,301 78.3 

Municipalities within Counties 2,281 1,957 85.8 

Municipalities within Districts 655 630 96.2 

All Non-Regional Governments 2,936 2,587 88.1 

Total Municipal Sector 9,702 7,888 81.3 


Source: Ontario Ministry of Municipal Affairs. 


Education Finance 


The funding of elementary and secondary education in Ontario is shared between 
the Province and local school boards. The Provincial share is distributed to school 
boards through the General Legislative Grants and capital programs with the 
school board share being raised from local property taxes. School funding is a 
significant component of government spending at both levels, as shown in 
Table 15. 


Education Finance in Perspective Table 15 
(Per Cent) 


1988-89 
Transfer Payments to School Boards 


Relative to Total Local Transfers 49.9 
Relative to Provincial Budgetary Expenditure 11.0 
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School Finance in the Local Sector 


School Board Operating Spending Relative to Total 

Local Operating Spending 45.9 
Average Residential School Taxes Relative to Total Local 

Property Taxes* 50.6 
e On a per-household basis 
Source: Ontario Ministry of Treasury and Economics. 
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APPENDIX I 
Tax Expenditures 


(SEES GES ERNE AE SERN DE TEES DEY SI PLS SSIS PEE ES PEPSI LIES LG GAIT INCE RES LEE LDS SE EET PAT IS DTD LEGS LTTE IIE ET STS ERY ST SIT ESOS TALE TE TE TO TESTI 
Personal Income Tax Expenditures Table 1 
Estimates of Ontario Revenue Foregone . 

in the 1988 Taxation Year 

($ Million) 


Ontario Revenue Foregone 
Tax Expenditures Shared with the Federal Government 


Deductions and Exemptions 


Registered Retirement Savings Plan Contributions 352 
Registered Pension Contributions 258 
$100,000 Lifetime Capital Gains Exemption 191 
Capital Gains Exclusion 106 
Carrying Charges 85 
Union Dues 59 
Child Care Expenses 38 
Moving Expenses 9 
Non-Refundable Tax Credits 
Basic Personal Credit pppole 
Married Credit (including Equivalent-to-Married) 440 
Age Credit 158 
Charitable Donations 151 
Unemployment Insurance Premiums 150 
Canada Pension Plan Contributions 1S 3 
Credit for Dependent Children 80 
Pension Income Credit 38 
Medical Expenses 23 
Tuition Fees 22 
Education Credit 10 
Disability Credit 6 
Tax Expenditures Solely Within Ontario’s Jurisdiction 
Ontario Health Insurance Plan Premium Assistance 770 
Ontario Tax Grants to Seniors 471 
Ontario Tax Credits 444 
Ontario Home Ownership Savings Plan Tax Credit 30 
Ontario Tax Reduction 40 
Ontario Political Contribution Tax Credit 5 


* Although not directly part of the Personal Income Tax system, these tax expenditures provide benefits 
to individuals. 


Source: Ontario Ministry of Treasury and Economics. 
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Corporate Tax Expenditures Table 2 
Estimates of Ontario Revenue Foregone in 1988-89 


($ Million) 
SS a ea ce ; 
; Ontario Revenue Foregone 


Corporate Income Tax 


Small Business Deduction 385 
Capital Cost Allowance vs. Accounting Depreciation 290 
Capital Gains Exclusion 180 
Reduced Rate for Specified Sectors 88 
Research and Development Super Allowance 32 
Exploration and Development Expenses 20 
Manufacturing Current Cost Adjustment 10 
Allowable Business Investment Losses 1 
Small Business Development Corporations Program 0.3 
Ontario Mineral Exploration Program 0.2 
Resource Allowance* 0 
Capital Tax 
Flat Capital Tax for Small Business 94 
Farm Equipment Dealers: Capital Tax Reduction 0.3 
Mining Profits Tax 


Three-Year Mining Profits Tax Exemption for New Mines 
$500,000 Mining Profits Exemption 


* Commences January 1, 1989 
Source: Ontario Ministry of Treasury and Economics. 
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Retail Sales Tax Expenditures Table 3 

Estimates of Ontario Revenue Foregone in 1988-89 

($ Million) 

Ontario Revenue Foregone 

Services 
Professional 3,657 
Commercial 2,011 
Personal 1,682 
Transient Accommodation 39 
Admission fees 28 

Goods 
Energy (including motive fuels) 1,687 
Basic Groceries 1,102 
Production Machinery 818 
Reading Materials 154 
Prepared Foods 120 
Soil and Water 110 
Prescription Drugs 101 
Children’s Clothing 65 
Aircraft 52 
Footwear 34 
Medical Equipment 26 
Feminine Hygiene Products 10 


Purchaser Specific - All goods and services tax exempt or 
tax rebated 


Farmers 190 
Visitors to Ontario 23 
Hospitals 14 
Religious/Charitable 10 
Disabled Persons 7 
Fishermen 1 
Fur-trappers 1 
Museums/Galleries 1 
Municipalities (fire trucks) 1 


Source: Ontario Ministry of Treasury and Economics. 
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Personal Income Tax Expenditures 
1988 Tax Rules 


Tax Expenditures Shared with the Federal Government 


Deductions and Exemptions 


Registered Retirement Savings Plan Contributions - Contributions are 
deductible from income up to prescribed limits. The allowable contribution for 
each year is governed by the maximum limit for that year ($7,500 in 1988), the 
individual’s income and the amount of any contributions to a registered pension 
plan. 


Registered Pension Contributions - Employee contributions as required under 
the pension plan are deductible from income. 


$100,000 Lifetime Capital Gains Exemption - Taxpayers are permitted a 
cumulative lifetime capital gains exemption of $100,000. 


Capital Gains Exclusion - One third of capital gains are tax-exempt. 


Carrying Charges - Individuals may deduct from income the interest cost on 
money borrowed to make investments, fees for investment counselling and other 
investment related expenses. 


Union Dues - Annual dues for membership in qualifying organizations are 
deductible from income. 


Child Care Expenses - Expenses paid for child care services that enable single 
parents or both spouses in a two-parent family to earn income or attend an 
educational or training program are deductible from income. The maximum 
deduction is $4,000 for each child under the age of 7 and $2,000 for each child age 7 
and over. 


Moving Expenses - Unreimbursed moving expenses may be deducted from 
income by those who move at least 40 kilometres closer to their new workplace. 


Non-Refundable Tax Credits* 


Basic Personal Credit - A credit of $520 is available to every taxfiler. 


Married Credit (including Equivalent-to-Married) - A credit of up to $434 is 
available to a taxfiler in respect of a dependent spouse, or if not married, in respect 
of an eligible dependent living with the taxfiler. 


Age Credit - The age credit of $281 is available to all taxfilers age 65 and over. 


Charitable Donations - A credit is available in respect of charitable donations 
and for gifts to Canada or a province, or for gifts of cultural property. 


Unemployment Insurance Premiums - A credit of up to $60 is available for 
required premiums. 


* The income tax return does not show any amounts for Provincial non-refundable income tax 
credits. The value of these credits in respect of individual Ontario tax payable has been 
estimated by multiplying each federal credit by Ontario’s tax rate of 51 per cent. 
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Canada Pension Plan Contributions - A credit of up to $41 is available for 
required contributions. 


Credit for Dependent Children - A credit of $33 may be claimed in respect of 
each dependent child under age 19, with the credit doubled for the third and 
subsequent children in the family. 


Pension Income Credit - This provision allows individuals, mostly seniors, to 
claim a credit of up to $87 in respect of their eligible pension income. 


Medical Expenses - A credit is available in respect of out-of-pocket medical and 
dental expenses in excess of 3 per cent of Net Income. 


Tuition Fees - A student may claim a credit in respect of eligible tuition fees, 
with any unused credit portion transferable to a supporting taxpayer. 


Education Credit - This credit is for full-time students and is based on the 
number of months of attendance, with any unused credit portion transferable to a 
supporting taxpayer. 


Disability Credit - This credit of $281 is available to taxpayers who meet 
prescribed disability criteria. 


Tax Expenditures Solely Within Ontario's Jurisdiction 


Ontario Health Insurance Plan Premium Assistance - This program 
eliminates or reduces OHIP premiums for low-income families and specified 
groups in society. 


Ontario Tax Grants to Seniors - Property tax grants of up to $600 and sales tax 
grants of $50 are available to those age 65 and over. 


Ontario Tax Credits - This program provides refundable tax credits to low and 
moderate income people under age 65 to reduce their property and sales tax 
burden. 


Ontario Home Ownership Savings Plan Tax Credit - This program provides 
refundable tax credits of up to $500 for individuals and $1,000 for families saving 
for the purchase of a first home. 


Ontario Tax Reduction - This program eliminates or reduces Ontario Income 
Tax of up to $150 for low-income taxfilers. 


Ontario Political Contribution Tax Credit - A tax credit of up to $750 is 
available to offset a portion of contributions made to registered provincial political 
parties. 
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Corporate Tax Expenditures 
1988 Tax Rules 


Corporate Income Tax 


Small Business Deduction - Canadian-controlled private corporations that 
qualify for the federal small business deduction are eligible for a reduction of the 
Ontario corporate income tax rate to 10 per cent on the first $200,000 of eligible 
income. 


Capital Cost Allowance vs Accounting Depreciation - The capital cost 
allowance system allows companies to expense capital assets for tax purposes at a 
rate that generally exceeds book or accounting depreciation. 


Capital Gains Exclusion - One-third of most capital gains are taxable, and one- 
third of capital losses can be used to offset taxable capital gains. 


Reduced Rate for Specified Sectors - A one per cent tax rate reduction is 
provided for income earned from manufacturing, processing, mining, logging, 
farming, and fishing. 


Research and Development Super Allowance - This provides a deduction from 
income otherwise subject to tax equal to a percentage of current and capital 
expenditures on research and development incurred in Ontario. 


Exploration and Development Expenses - All Canadian and Ontario 
exploration and development expenses associated with mining activities are fully 
deductible. 


Manufacturing Current Cost Adjustment - This provides a direct deduction 
from income otherwise subject to tax equal to a percentage of the purchase price of 
new manufacturing and processing machinery purchased for use in Ontario. 


Allowable Business Investment Losses - Capital losses arising from the sale of 
Shares of Canadian-controlled private corporations may be used to reduce 
corporate income from any source. 


Small Business Development Corporations Program - This program entitles 
investors to receive an Ontario Government grant (for individuals) or a tax credit 
(for corporations) based on the amount invested in eligible small businesses 
through an approved Small Business Development Corporation. 


Ontario Mineral Exploration Program - Junior exploration companies, i.e. 
non-producing, may receive a tax credit or grant equal to 25 per cent of eligible 
exploration expenses. 


Resource Allowance - This provides a tax deduction equal to a percentage of 
resource profits earned from the production of oil and gas. 


Capital Tax 


Flat Capital Tax for Small Business - Certain small corporations are either 
exempt from payment of capital tax or subject to reduced flat rate of tax. 
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Farm Equipment Dealers: Capital Tax Reduction - This provides for a special 
reduced capital tax for farm equipment dealers for the first two taxation years 
commencing after December 31, 1986 and before January 1, 1989. 


Mining Profits Tax 


Three-Year Mining Profits Tax Exemption for New Mines - Income earned 
from a new mine or a major expansion of an existing mine is exempt from mining 
tax for the first three years of commercial production. 


$500,000 Mining Profits Exemption - An exemption is provided annually on the 
first $500,000 of mining income. 


Retail Sales Tax Expenditures 

1988 Tax Rules 

Services 

Professional - Professional fees are exempt. 
Commercial - Most commercial services are exempt. 
Personal - Most personal services are exempt. 


Transient Accommodation - Transient accommodation is taxed at a reduced 
rate of 5 per cent. 


Admission Fees - All admission fees to places of amusement costing $4.00 or less 
and other specific events are exempt. 

Goods 

Energy - All forms of energy, including motive fuels, are exempt. 


Basic Groceries - All grocery store food, except soft drinks, snack foods and 
confections, are exempt from RST. 


Production Machinery - Production machinery and equipment and subsequent 
repairs are exempt from RST. 


Reading Materials - Books, newspapers and magazines purchased by 
subscription are exempt. 


Prepared Foods - Prepared food priced at $4 or less is exempt. 


Soil and Water - Soil, clay, sand, gravel, unfinished stone and natural water are 
exempt. 


Prescription Drugs - All drugs prescribed by a doctor, dentist or veterinarian are 
exempt. 


Children's Clothing - Children's sized clothing is exempt. 


Aircraft - Commercial aircraft and parts, equipment and repairs for such aircraft 
are exempt. 


Footwear - Footwear priced at $30 or less is exempt. 
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Medical Equipment - Hearing aids and dental and prescription optical 
appliances are exempt. 


Feminine Hygiene Products - Tampons, sanitary pads and sanitary belts are 
exempt. 


Purchaser Specific 


Farmers - Most implements, machinery and repairs, and agricultural products 
are exempt when purchased by a person engaged in farming. 


Visitors to Ontario - Out-of-province visitors to Ontario are eligible for a refund 
of RST paid on certain items. 


Hospitals - Medical and surgical equipment purchased by a hospital is exempt. 


Religious/Charitable - Used clothing and/or footwear sold by these organizations 
for less than $50 and meals sold at a nominal charge are exempt. These 
organizations’ purchases of publications, items used for worship, and construction 
materials are exempt under certain conditions. 


Disabled Persons - Most prosthetic and orthopedic devices are exempt. A rebate 
for RST paid on purchases of vehicles used to transport persons with physical 
disabilities is available. 


Fishermen - Certain fishing equipment, including vessels, is exempt when 
purchased by commercial fishermen. 


Fur-Trappers - Trapping equipment purchased by a licensed trapper is exempt. 


Museums/Galleries - Works of art purchased by a museum or art gallery are 
exempt if more than 50% of the establishment's revenue is provided by public 
donations or grants. 


Municipalities (fire trucks) - Fire-fighting vehicles priced at more than $1,000 
and purchased for exclusive use of a municipality, public hospital, university, local 
service board or volunteer group are exempt. 
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APPENDIX II 


Health Care Expenditure Profile 


The quality, direction, and in particular the cost of health care services have been 
the subject of extensive public debate in recent years. This appendix, an update of 
the paper which originally appeared in the 1988 Ontario Budget, provides an 
overview of health care expenditures in Ontario between 1978-79 and 1988-89. 
The major components of the Ministry of Health's expenditures -- the Operation of 
Hospitals, the Ontario Health Insurance Plan (OHIP), and the Ontario Drug 
Benefit Plan (ODB) -- are examined. 


In this profile, health care expenditures are defined as total expenditure outflows 
by the Ministry of Health. In addition, the Ministry of Community and Social 
Services provides health-related programs for the developmentally handicapped 
and for senior citizens, and the Ministry of Labour is responsible for Occupational 
Health and Safety legislation. The total cost of these additional health-related 
programs was approximately $1 billion in 1987-88. 


Health Care Spending 


Provincial expenditures on health care grew steadily between 1978-79 and 1988- 
89, consuming an increasing share of total Government resources. During this 
period, the share of total expenditure outflows attributable to the Ministry of 
Health rose from 28 per cent to 33 per cent. 


MINISTRY OF HEALTH SHARE OF ONTARIO EXPENDITURES 
1978-79 AND 1988-89 


$Billion Health Loi Other 


40 


30 


20 


1978-79 1988-89* 


* As of September 30, 1988. 
Source: Ontario Ministry of Treasury and Economics. 


Health care expenditures have more than tripled in a decade, from $4.0 billion in 
1978-79 to an estimated $12.6 billion in 1988-89, an average rate of growth of 12.3 
per cent a year. Only about 1.1 per cent of this growth is attributed to population 
increases. Most of the increase in spending is therefore explained by an average 
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annual increase in per person spending of 11.0 per cent. Total per person health 
costs in 1988-89 reached $1,338. 


MINISTRY OF HEALTH EXPENDITURES 
1978-79 TO 1988-89 


SBillion Current amu Real ($ 1981) 


1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 
-1979 -1980 -1981 -1982 -1983 -1984 -1985 -1986 -1987 -1988 -1989* 


* As of September 30, 1988. 
Sources: Ontario Ministry of Treasury and Economics and Statistics Canada. 


Over most of this period, growth in the health sector outpaced the growth in the 
Ontario economy. After taking inflation into account, expenditures on health care 
increased by 63.4 per cent, while Ontario's economy, as measured by real Gross 
Domestic Product (GDP), grew by 42.7 per cent. 


Key Components of Health Spending 


Between 1978-79 and 1988-89, three areas of health services -- the Operation of 
Hospitals, the Ontario Health Insurance Plan (OHIP), and the Ontario Drug 
Benefit Plan (ODB) -- represented 78 to 80 per cent of Ministry of Health spending. 
The remaining expenditures were for such programs as Extended Care, Home 
Care Assistance, Emergency Health, Mental Health, other health care programs, 
and for capital requirements. 


Changes in the composition of Ministry of Health spending between 1978-79 and 
1988-89 are shown in the following chart. As shown, the increase in OHIP's share 
of health spending, from 26 per cent to 32 per cent, has compressed other areas' 
shares, most notably the Operation of Hospitals, which declined from 50 per cent 
to 43 per cent. 
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COMPONENTS OF HEALTH CARE SPENDING 
1978-79 and 1988-89 
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1978-79 1988-89* 


* As of September 30, 1988. 
Source: Ontario Ministry of Treasury and Economics. . 


Operation of Hospitals 

Over the past decade, Provincial expenditures on the Operation of Hospitals 
increased more than two and one-half times, from $2.0 billion in 1978-79 to $5.5 
billion by 1988-89, an average annual increase of 10.7 per cent. On a per capita 
basis, expenditures for the Operation of Hospitals increased during this period 
from $234 to $581, an average growth rate of 9.5 per cent a year. 


HOSPITAL OPERATING EXPENDITURES 
1978-79 TO 1988-89 


$Billion Current —_———= Real ($ 1981) 


1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 
-1979 -1980 -1981 -1982 -1983 -1984 -1985 -1986 -1987 -1988 -1989* 


* As of September 30, 1988. 
Sources: Ontario Ministry of Treasury and Economics and Statistics Canada. 
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Over this period, Provincial funding was provided to recognize factors such as: 
® wage and salary increases; 

@ more demand for hospital services; 

¢ increased costs of high technology life-support programs; and 

e the introduction of new programs and expansion of existing programs. 


These hospital expenditures represent funds used solely for operating costs in 
Ontario's public hospitals and do not include funds for renovation costs or new 
construction. Over the last five years, more than $1 billion has been spent for 
hospital capital expenditures. 


Ontario Health Insurance Plan 


Expenditures for OHIP payments to physicians and other practitioners have 
quadrupled in the past ten years, from $1.0 billion in 1978-79 to $4.0 billion by 
1988-89. Annual percentage increases in OHIP expenditures have fluctuated in a 
range from 9.7 per cent recorded in 1979-80, to a high of 19.7 per cent in 1982-83, 
averaging 14.7 per cent over the period as a whole. Ona per capita basis, OHIP 
expenditures rose from $121 to $426, an average annual rate of 13.4 per cent over 
the period. 


OHIP EXPENDITURES 
1978-79 TO 1988-89 


$Billion Current a_—= Real ($ 1981) 
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-1979 -1980 -1981 -1982 -1983 -1984 -1985 -1986 -1987 -1988 -1989* 


* As of September 30, 1988. 
Sources: Ontario Ministry of Treasury and Economics and Statistics Canada. 


More recently, for the period from 1981-82 to 1987-88, OHIP expenditures grew 
from $1.5 billion to $3.6 billion, representing an average annual rate of increase of 
15.3 per cent. This consisted of an average negotiated fee increase for laboratory 
services, physicians and other practitioners of approximately 8 per cent a year and 
an average utilization increase of 7 per cent a year. Over this period, the trend in 
negotiated fee increases declined while OHIP utilization rates rose. 
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Table 1 below shows the growth in the number of Ontario licensed physicians 
billing OHIP and the average payment per physician from 1981-82 to 1987-88. 


SS CSS SS SS SS SS 
Ontario Licensed Physicians Billing OHIP Table 1 


1981-82 to 1987-88 
Average 
OHIP 


Payments Per 
Number of Per Cent Physician Per Cent 


Physicians Change ($) Change 
1981-82 13,478 2.6 94,500 16.8 
1982-83 13,888 cau) 109,000 lis.3 
1983-84 14,429 3.9 121,100 Piet 
1984-85 15,039 4.2 130,500 7.8 
1985-86 15,698 4.4 140,700 7.8 
1986-87 16,443 4.7 154,100 9:5 
1987-88 17,156 4.3 170,800 10.8 


Source: Ontario Ministry of Health. 
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Another component of OHIP expenditures that has increased significantly in 
recent years is laboratory services. On average, OHIP payments for laboratory 
services have increased by 16.1 per cent annually over the period from 1981-82 to 
1987-88. 


LLL AAS SS SSS SS SSE SS SST SEIT 
Growth in Laboratory Services Table 2 


1981-82 to 1987-88 
($ Million) Per Cent Change 


1981-82 133.9 | ee | 
1982-83 161.6 20:7 
1983-84 184.3 14.0 
1984-85 yal Bs: 15.8 
1985-86 247.5 15.9 
1986-87 Zon? 14.2 
1987-88 (Preliminary) 21.2 15.7 


Source: Ontario Ministry of Health. 


Overall, the number of OHIP claims has increased from 61 million in 1978-79 to 
an estimated 99 million in 1988-89. The average number of claims per capita rose 
from 7.2 to 10.5 over this period. 


Ontario Drug Benefit Plan 


The Ontario Drug Benefit Plan (ODB) was established in 1974 to ensure that the 
cost of prescribed drugs would not be a deterrent to the elderly and to those in 
need. The program ensures that seniors, social assistance recipients, and 
residents of extended care facilities and homes for special care receive their 
prescribed drugs free of charge. 
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Ministry of Health expenditures on the ODB plan increased from $89 million in 
1978-79 to $569 million by 1988-89, an increase of 539 per cent over the period, or 
an average annual increase of 20.4 per cent. Much of the rate of increase in the 
earlier years was due to the natural growth within the eligible population. Yet 
double-digit rates of growth have been sustained throughout the period, making 
ODB one of the fastest growing health care programs over the period. Average 
ODB expenditures by the Ministry of Health per claimant have increased from 
$128 in 1978-79 to an estimated $550 in 1988-89. 


ODB EXPENDITURES 
1978-79 TO 1988-89 


$Million = Current ome Real ($ 1981) 


1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 
-1979 -1980 -1981 -1982 -1983 -1984 -1985 -1986 -1987 -1988 -1989* 


* As of September 30, 1988. 
Sources: Ontario Ministry of Treasury and Economics and Statistics Canada. 


Conclusion 


Maintaining and improving the health care system requires substantial levels of 
expenditure. Factors such as the aging structure of Ontario's population have, and 
are expected to place even greater upward pressure on health care spending. 
Increases in federal transfer payments under Established Programs Financing 
(EPF) have not kept pace with the rapid growth in health expenditures. The 
search for productivity improvements and lower cost alternatives to health care 
that do not sacrifice the quality of care or reduce accessibility to necessary services 
must continue. This task requires the cooperative effort of all participants in the 
health care sector. 
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APPENDIX III 


Fiscal Capacity and Tax Effort 


Fiscal capacity measures the relative ability of a province to raise revenues from 
available revenue sources. Tax effort measures the relative extent to which each 
province taxes those available revenue sources. In this section, these measures 
are used to make interprovincial comparisons. 


Determination of Fiscal Capacity 


Fiscal capacity can be measured by a number of different indices. 


The Representative Tax System (RTS) is the one used by the federal and provincial 
governments as a measurement of fiscal capacity. In the Representative Tax 
System, each revenue source has an associated tax base and the fiscal capacity can 
be related to population. For example, the base for tobacco taxes is the number of 
cigarettes sold in a province. If a province’s share of a base is lower than its 
population share, that province is said to have a fiscal capacity deficiency in that 
tax base. If the opposite is true, a fiscal capacity surplus exists. In other words, a 
province has a fiscal capacity deficiency in a tax base if its per capita share of a 
base is less than the national average. 


Tax bases are defined according to the taxing practices of provinces. For example, 
if an item such as infants’ clothing is exempt from the retail sales tax in a majority 
of the provinces, such sales would not be included in the tax base. Hence, the term 
“representative”. 


Employing data from the federal equalization program, it is possible to derive an 
aggregate tax base share by “adding” together 37 different provincial and local tax 
bases. This provides a single but comprehensive measure of a province’s relative 
fiscal capacity. In 1987-88, Ontario’s fiscal capacity, measured on this basis for 
provincial-local own-source revenues, was 108 per cent of the national average. 
The chart below indicates how Ontario’s fiscal capacity has varied over the past 
ten years. 


-101- 


FISCAL CAPACITY OF ONTARIO 
(PER CENT OF NATIONAL AVERAGE FISCAL CAPACITY) 


% 
110 


106 


102 


98 


94 


90 SEES seein 


1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 
-1979 -1980 -1981 -1982 -1983 -1984 -1985 -1986 -1987 -1988 
Notes: Data for 1986-87 and 1987-88 are subject to revision. : 
Index for 1987-88 is based on the phased-in value of the tax base change in the 1987 Fiscal Arrangments 
Regulations. 
Source: Department of Finance, Canada. 


As Table 1 shows, own source fiscal capacities in 1987-88 ranged from 61 per cent 
for Newfoundland to 144 per cent for Alberta. If federal transfer revenues are 
added to provincial-local own-source revenues, the fiscal capacity of “equalization- 
recipient” provinces approaches the national average. Since federal transfers are 
relatively large for the “equalization-recipient” provinces, the relative fiscal 
capacities of the “non-recipient” provinces decline. For example, Ontario’s 1987- 
88 fiscal capacity declines 9 percentage points to 99 per cent of the national 
average, primarily because the Province does not receive federal equalization 


payments. 
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Indices of Provincial-Local Table 1 
Fiscal Capacity, 1987-88 
(Per Cent of National Average) 


Provincial- 
Local Own-Source 
Provincial-Local Revenues plus 

Own-Source All Federal 

___Revenues Transfers* 
Newfoundland 61 96 
Prince Edward Island 65 96 
Nova Scotia 76 94 
New Brunswick 71 96 
Quebec 85 95 
Ontario 108 99 
Manitoba 83 93 
Saskatchewan 91 95 
Alberta 144 129 
British Columbia 103 98 
National Average 100 100 


a Federal Transfers include federal 1987-88 Main Estimates only. 
Note: Data are subject to revision. 
Source: Department of Finance, Canada 


Included in the determination of federal transfers are special contracting-out tax 
points that Quebec opted for in lieu of a portion of federal cash contributions under 
the Canada Assistance Plan and Hospital Insurance. The latter contributions were 
subsequently rolled into Established Programs Financing. 


Determination of Tax Effort 


A comparison of provincial tax rates on individual revenue sources (e.g. sales tax 
rate) is often employed as a gauge of relative revenue-raising efforts. However, 
such comparisons alone do not provide a way of assessing a province’s overall tax 
effort. 


As with the determination of fiscal capacity, tax effort can be measured by 
individual revenue sources. For each revenue source, a national average tax rate 
can be calculated by dividing the provincial revenues collected by the total all- 
province tax base. A comprehensive measure of tax effort can then be calculated 
by dividing a province’s share of total provincial-local revenues by its share of total 
tax base. 


This measure of tax effort indicates to what extent a province is taxing what is 
available to be taxed, relative to the national average. Local revenues are 
included because of the varying responsibilities that individual provinces allocate 
to their local governments. Table 2 provides the indices of relative tax effort for 
1987-88 on this comprehensive basis. 
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Indices of Provincial] nonl Pee Dee Te 
Indices of Provincial-Local Tax Effort, 1987-88 lable 2 
(Per Cent of National Average Tax Effort) 


Newfoundland 102 
Prince Edward Island 94 
Nova Scotia 92 
New Brunswick 96 
Quebec 120 
Ontario 98 
Manitoba 110 
Saskatchewan 102 
Alberta 76 


ational Average 


British Columbia 96 
N 100 
ee 


Note: Data are subject to revision. 
Source: Department of Finance, Canada 


—————————— SSS SSS si SNe 


Ontario’s overall tax effort is slightly less than the national average. Alberta’s tax 
effort is about 24 per cent below the national average, mainly because it levies no 
sales tax and has the lowest personal income tax rates. Since Alberta’s share of oil 
and gas revenues is about the same as its share of oil and gas tax bases, its 
resource taxation does not bias its tax effort one way or another. 


Quebec has a very high tax effort, some 20 percentage points above the national 
average in 1987-88. Despite high rates of taxation on certain revenue sources, the 
Maritime provinces do not have a high degree of overall tax effort, due in large 
part to their relatively low levels of local property taxation. 
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APPENDIX IV 


Glossary of Terms 


Ad Valorem Tax - A percentage-based tax, typically applied to a measure of 
value such as selling price. 


Basic Federal Tax - The level of tax determined by applying the federal tax rate 
schedule to taxable income and subtracting non-refundable credits. It is not 
federal tax payable, which is basic tax adjusted by credits, surtaxes or reductions. 
Ontario’s tax rate of 51 per cent is applied to Basic Federal Tax to yield Basic 
Ontario Income Tax. 


Canada Assistance Plan - Federal-provincial cost-sharing mechanism for 
provincially-administered social assistance and welfare programs, 


Capacity Utilization Rate - The ratio of actual output of an industry (plant, firm, 
or economy) to the output it could produce with its existing plant and equipment. 


Consolidated Public Sector Funded Debt - Funded debt incurred at all levels 
of Provincial jurisdiction, including the Province, Ontario Hydro, municipalities, 
hospitals, universities and colleges. 


Consumer Price Index - A monthly index measuring the retail prices of a fixed 
basket of goods and services purchased by consumers. 


Consumption - The value of spending by consumers on goods and services, 
measured in current dollar terms (nominal) or adjusted for inflation (real). In 
Ontario, consumption accounts for approximately 55 per cent of Gross Domestic 
Product. 


Cost-of-living Adjustment - An adjustment to incomes, wages or other payments 
to maintain previous purchasing power in the face of changing consumer prices. 


Debt to Equity Ratio - The total debt of a corporation divided by its shareholders’ 
total equity. 


Deductions - Reductions in the income tax base, usually for specific expenses 
incurred in order to earn income. 


Deficit - The amount by which expenditures exceed revenues. 


Economies of Scale - Reductions in the average cost of production achieved by 
increasing the volume of output. 


Equalization - Unconditional transfers from the federal government to qualifying 
provinces with the purpose of ensuring that provincial governments have 
sufficient revenues to provide reasonably comparable levels of public service at 
reasonably comparable levels of taxation. 


Established Programs Financing - Unconditional federal payments to the 
provinces in respect of health care and post-secondary education. 


- 105 - 


Exemptions - Amounts deductible from income in recognition of specific personal 
circumstances or, in the case of sales taxes, items specifically excluded from the 
tax base. 


Expenditures - Direct expenditures on government programs include payments 
for goods and services, interest on the public debt, salaries and employee benefits, 
transfer payments to individuals, municipalities and institutions, subsidies and 
grants, and the acquisition and construction of fixed assets. 


Export - A good or service produced in one country or jurisdiction and sold to 
another. 


Final Demand - Domestic and foreign purchases of goods and services produced 
for final use within the economy, excluding inventory change. 


Final Domestic Demand - Purchases of goods and services for final use within 
the economy, excluding the foreign sector (exports and imports) and inventory 
change. 


Fiscal Arrangements - Institutional vehicles through which the federal 
government transfers funds to the provinces as part of its commitment to shared- 
cost programs and interprovincial fiscal capacity equalization. 


Fiscal Capacity - Measure of a province’s ability to raise revenues from available 
revenue sources relative to other provinces. 


Fiscal Policy - The use of the Government’s spending and taxing power to affect 
the aggregate level of economic activity. Expansionary fiscal policy is generally 
characterized by an increase in discretionary spending or a tax cut. 


Fiscal Stabilization - Unconditional cash transfers from the federal government 
to ensure that no province’s tax revenues, measured on the basis of constant tax 
rates and structure, plus its equalization payments, will be less than they were in 
the previous year. 


Funded Debt - Debt which has a specified term to maturity and is secured by a 
debt instrument such as a bond. 


Gross Borrowing - Total borrowing including borrowing necessary for debt 
retirement purposes. 


Gross Domestic Product (GDP) - The value of goods and services produced 
within the geographic boundaries of an area, expressed either in current dollar 
value (nominal) or adjusted for inflation (real). 


Gross National Product (GNP) - The value of a nation’s total output of goods 
and services, expressed either in current dollar terms (nominal) or adjusted for 
inflation (real). The percentage change in real GNP is the usual measure of the 
real growth rate of the U.S. economy. 


Group of Seven Countries - Canada, France, Italy, Japan, United Kingdom, 
United States and West Germany. 


Guaranteed Debt - Debt for which the Province agrees to meet the costs if the 
borrowing party can not; primarily for Ontario Hydro. 


- 106- 


Household Formation - Net increases in new households in a period. 


Import - A good or service which has been bought from another country or 
jurisdiction. 


Inflation - A continuing rise in the general price level. 


Interest Rate - The price paid (charged) by a borrower (lender) of money. 
Nominal interest rates are those actually paid; real interest rates are nominal 
rates less the expected rate of inflation (current rates of inflation are generally 
used as proxies for expected rates). 


Interest Service Ratio - Total interest payments taken as a per cent of cash flow 
of industrial corporations before interest and taxes are deducted. 


Inventory - The total value of the various raw materials, goods in process, parts 
and finished goods held by a firm. 


Inventory Accumulation - An increase in the level of inventories held in the 
economy. 


Investment - The value of spending on capital goods such as houses, plant and 
machinery and equipment; may be measured in current dollar terms (nominal) or 
adjusted for inflation (real). 


Labour Force - The total number of persons, age 15 and over, who are either 
employed or looking for work. 


Marginal Tax Rates - A schedule of rates used to determine the amount of tax 
payable at various taxable income levels and on each additional dollar of taxable 
income. 


Monetary Policy - The policies of the central bank (Canada - Bank of Canada; 
U.S. - Federal Reserve Board) that determine the availability and cost of credit 
(1.e., interest rates) in the economy. Tight (anti-inflationary) monetary policy 
restricts growth of the money supply, thus raising interest rates and reducing 
inflation by squeezing demand from the economy. 


Multi-Stage Sales Tax - A percentage-based tax which applies to the difference 
between the taxable sales and taxable purchased inputs for each transaction of the 
production and distribution process, such that only the value added at each stage 
is taxed. 


Net Borrowing - Gross borrowing less borrowing needed for debt retirements. 


Net Cash Requirements (NCR) - The sum of the Deficit and the net balance of 
Other Transactions. 


Net Migration - The difference between the total population coming into the 
province and the total population leaving. 


Nominal (GDP, consumption, investment, etc.) - Value in current dollars (i.e., 
not adjusted for inflation). 


Non-Marketable Securities - Securities which may not be bought or sold in 
public capital markets. 
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Non-Public Borrowing - Borrowing from non-public sources of funds, usually 
pension funds like the Canada Pension Plan. 


Operating Position - The difference between total current revenues and total 
current expenditures, excluding capital expenditures. 


Organization for Economic Cooperation and Development (OECD) - An 
organization of industrial nations, with a permanent staff of officials, established 
in 1961 to improve trade and investment flows among its members, to help analyze 
and deal with balance-of-payments and other economic problems and to coordinate 
foreign-aid policies. 


Other Revenue - Equals total revenue minus taxation revenue and payments 
from the federal government. Major sources include OHIP premiums, LCBO and 
lottery profits, fees and licences and interest income. 


Other Transactions - The lending, investment and special account 
administration activities of the Government, including loans, advances and 
investments, pensions and related benefit funds and special purpose accounts. The 
transactions affect only assets and liabilities accounts. 


Own-Purpose Debt - Debt issued by Ontario for Provincial use only. This 
excludes debt issued by Ontario on behalf of Ontario Hydro. 


Paid-Up Capital - For most corporations, paid-up capital funds invested in the 
corporation by its shareholders and other parties, loans or advances made to the 
corporation, and its cumulative undistributed corporate profit less its investment 
in other firms. 


Participation Rate - The percentage of the population age 15 and over that is in 
the labour force. 


Payroll Tax - An employment income-based tax, usually a percentage rate, which 
may be levied on the employer, employee or on both. 


Per Capita - Per person. 


Per Point Yields - An estimate of direct revenue which would be gained or lost for 
a first unit change in tax rates. 


Personal Disposable Income - The income remaining to persons for 
consumption or saving after deduction of income taxes and other legislated 
deductions, such as CPP premiums. 


Personal Income - The income received by persons from all sources. 


Personal Income Tax Revenue Guarantee - Federal program to ensure that 
amendments to the federal Income Tax Act will not reduce a province’s personal 
income tax revenues by more than one per cent, by providing compensation. 


Personal Savings Rate - Percentage of personal disposable income that is not 
spent on current consumption. 


Prime Rate - The interest rate charged by chartered banks to their most credit- 
worthy customers. 


Productivity - Output per unit of input (labour, capital, energy) employed. 
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Protectionism - Advocacy of protective tariffs and other barriers to trade as a 
means of developing national wealth. 


Public Borrowing - Borrowing which is done through public capital markets. 


Public Debt Interest - Interest paid by Ontario on total debt incurred for its own 
purpose. 


Real (GDP, consumption, etc.) - Adjusted for inflation, constant dollar. 


Recession - A downturn in the business cycle, characterized by weak economic 
activity and high unemployment. Two consecutive quarters of decline are 
generally considered to indicate a recession. 


Recovery - The upturn of the business cycle following a recession, characterized 
by an increase in economic activity. 


Representative Tax System - A series of thirty-seven distinct revenue sources 
used to determine what provinces, collectively, tax. 


Revenue - Includes revenue raised through taxation, premiums, fees, licences and 
permits, payments from the federal government under the Fiscal Arrangements 
and shared-cost programs and income from investments. 


Seasonal Adjustment (seasonally-adjusted) - A statistical adjustment to take 
account of seasonal factors, such as weather, so that data more accurately reflect 
underlying trends. 


Specific Rate of Tax - A fixed rate per unit (e.g., gasoline is taxed at a rate of 9.3 
cents per litre). 


Surtax - A tax additional to basic Ontario or basic federal tax, usually calculated 
with reference to basic tax or to taxable income. 


Tariff - A tax imposed on imported goods, levied either as a percentage of their 
value or according to the number of units imported. 


Tax Base - The taxable value to which tax rates are applied (e.g., the taxable 
portion of income; or the value of goods and services taxed under the retail sales 
tax). 


Tax Collection Agreement - The agreement between each province and the 
federal government that authorizes the federal government to collect that 
province’s personal income tax. Under the current arrangements, the provinces 
agree to calculate their tax as a percentage of basic federal tax, effectively waiving 
all rights to determine the tax base. Provinces are permitted limited credit and 
surtax/reduction programs. Some provinces have similar arrangements for 
corporate income taxes. 


Tax Credit - A reduction of certain taxes paid, with the amount of the credit 
determined by a specified formula. The Ontario Tax Credits, for example, offset 
property and sales taxes for individuals by reducing Ontario personal income 
taxes. The level of this credit is a function of both the amount of tax paid and the 
ability to pay of the individual. As a result, credit benefits fall as income rises, 
effectively redistributing tax burdens in favour of lowest income individuals. 
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Tax Effort - Measure of the extent that a province actually taxes available 
revenue sources relative to other provinces. 


Total Debt - Funded and unfunded debt borrowed for the Province. 


Unemployment Rate - The number of persons in the labour market who are 
unemployed, as a percentage of the labour force; may be either seasonally-adjusted 
or unadjusted (actual). 


Unfunded Debt - Debt which is not secured by a debt instrument, such as 
deposits with the Province of Ontario Savings office. 


Unit Labour Cost - A measure of productivity calculated by dividing the total 
wage bill by the total number of units of a good or service produced. 


Value-Added - The value of a firm’s output minus the value of the inputs it 
purchases from other firms. 
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TS EN TS BS SATE OR BA NS PS TE OS IOI LETS ET TE EI LE IOLE SEG SEED LOTT TLL LSAT NEES EEE LI LON LLL ELLE LLL ALE IEE ILI ELE 
Review of Selected Financial 

and Economic Statistics 

($ million) 


1978-79 1979-80 1980-81 198) 


Revenue 12,338 14,236 15-585 1G 
Expenditure 13,924 15,357 16,882 1 

Deficit 1,586 1,121 1,297 1 
Other Transactions (net) 406 537 494 ai 
Net Cash Requirements 1,180 584 803 i 


Financial Position 


Total Debt 16,467 18,096 19,512 21 
Funded Debt’ | 
(excluding Ontario Hydro) 14,038 15,196 16,215 17 

Provincial Debt Transactions (net) 1,652 1.433 968 1 
Gross Domestic Product (GDP) 

at Market Prices” 92,414 104,363 114,994 131 
Personal Income” 715,832 84,607 94,411 110 
Population - June (000) 8,440 8,501 8,570 8 
Funded Debt per Capita (dollars) 1,663 1,788 1,892 2 
Personal Income per Capita (dollars) 8,985 9,953 11,016 12 
Expenditure as a per cent of GDP aes 14.7 14.7 
Deficit as a per cent of GDP By) aot al 
NCR asa per cent of GDP Lg 0.6 0.7 
Total Debt as a per cent of GDP 17.8 Tis 17.0 
Funded Debt as a per cent of GDP 15,2 14.6 14.1 


Cumulative Net Borrowing for Ontario Hydro 
US. 4,141 4,506 4,379 5 
8) Pe od - - 500 


Contingent Liabilities 
(mainly Ontario Hydro) 7,096 7,904 a ers 


1 Funded Debt includes debentures, notes and Treasury Bills. 


2. Gross Domestic Product and Personal Income are calculated ona calendar year basis. The amounts 
appearing ina fiscal year column are for the preceding calendar year. 


3 Ontario Finances, September 30, 1988 

Note: All funds are quoted in Canadian dollars. 
* Excluding extraordinary adjustments. 
N/A - not available. 


Source: Ontario Ministry of Treasury and Economics 
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Interim 

1982-83 1983-84 1984-85 1985-86* 1986-87 1987-88 1988-893 
SSeS O) iE O0°00dNOO-54 id'987-88 1988-893 
19,367 21,412 23,893 26,240 29,544 32,453 36,273 
22,556 24,565 26,452 28,854 32,178 34,942 37,884 
3,189 3,153 2,559 2,614 2,634 2,489 1,611 
711 864 857 1,009 1,286 1,203 1,129 
2,478 2,289 1,702 1,605 1,348 1,286 482 
23,955 27,406 30,041 32,904 35,103 36,981 38,787 
19,643 22,503 24,593 26,695 27,921 28,822 29,577 
2,051 2,860 2,090 2.102 1,194 901 755 
a a I NE 
137,310 151,945 170,881 185,606 204,407 224,241 244,770 
122,443 131,947 146,006 158,552 1716221 186,628 201,524 
8,703 8,798 8,902 9,006 9,113 9,271 9,431 
2.201 2,558 2.163 2,964 3,064 3,109 3,136 
14,069 14,997 16,403 17,605 18,789 20,130 21,368 
16.4 16.2 15.5 1535 15.7 15.6 15.5 
23 zel 1.5 1.4 1.3 1.1 0.7 

1.8 1.5 1.0 0.9 0.7 0.6 0.2 

17.4 18.0 17.6 lied 172 16.5 15.8 
14.3 14.8 14.4 14.4 13.7 12.9 b Ae | 


6,058 6,487 7,206 189 6,667 6,033 N/A 
1,000 1,000 1,000 1,000 | Te Be 1,508 N/A 


11,122 12,711 14,220 15,963 17,603 18,595 N/A 


aioe 7 g ea i ' iets sahil | 

ia ng i ot i | Ys 
ea Pe ” bois ae ihe a BION samo eit og nosh 
aw Ms, on aoe ~ a 7 

chp le haf laa 

1 KT Pe 


e A) ‘ , 7 / 
a od Ant 2 Dae Dy, Savane ates ; 
Ly Lee ee i iM Ci im) Ack, anne aera ¢ 
f Pee VON ae preps ¢ J ie iy ; ¥ , A t UN i 
ssl" lbh SSI aaa ag ES ra 
vie " ? p Sess cate om act, sak eee ee %) Pt Ne age: 
i ' 


by ‘Pokal Debi vey yi 
Paar Ps. saad ci 


reveluding Crstuio tt rave) 


ie Y raft li 


® Dat , 
we r kat My ines’ 


BA, cS nal Pw 
Dec ueren 80, 0 OE oy en 4,60} Se a ade 

Rap OR ca ee 
iF Lihat soon UF, copia ten ia aaa 6.085 oacine ance 
ec eaten ote BOR oe ne 


ARt it oi Pie waafitl., eG GP in | “e “ea Loo , pan 


Wisenzerdehantnn BE EG . ff) 
SHAY nati ade ey epithe! al (hie age 7 ie 
Mod toes Rha emanyh t/t RAR Eee 


ta br nme SRA ek ieee aL anni oe hy i 
pl: iy 2 »,! Ae ™ \ j f “4 ? 4 


4% f 80 es: 


Wd, 7 eee ee 4,008 bier 


ANE 9 bec ott a ni gee a tee D 
AW nn Litres Chel i GO0,r «OOO © B00, ve 


broadliahy aiden Hygral | 7,096 cull Bid 8533 
t aaa, LIRR pr Ossetia eee fe 


j aay cy Trout aval Povece alie ie Om lors °a (awe wt Nias amma 
iapyenicinig i: a Newel) pectwiureay ire Tid ee ence ag mn on im 


A Qepaery )Yapyeny Sqn tenet, TMH 


Nate MMi daapud a mice ype cat ain ey indian latina) © o5 |p de) jiy( Peete Ra Re 
‘ Rael ase dintry, wtubaeela, 1 pA Weta ya ees ' Taio ths ee Dt 
bee * Or, at “ os, : ; . 
fer ivtoe Patsy tin Mir near Tem suily ses cybaidlk i . 
4 
d ' ; i] vy 
et 
n 2 . t 


ae okey 


ve a 
/ hy) Wy 


ne ae 
iy 
VON eh 
ey, 
Pa a 


owes tA 
Ut ; 


i 


f 


rt) i 
} ri ' 
a. Ti 


’ 
ba 


7 ys 
ay 
Ww wie 
nid Eo 


val ae 


(hay Wn > AY A 
fi vn a i 
Ph i Pon el Re 
Wes ae if a 
aL i A 


ay 


nat ae 

Dart  « 

DME A 
pth 


CALGN 
TR 
~ Ele 


Economic Outlook 
and Fiscal Review 


ONTARIO 1989 


Pe, ne 4h 


Ministry of 
Y, Treasury and 
Economics 


Ontario 


palit} , 
hal nie 

eae 
» 


1 


i 


be i Wi ival ini ene q 
ema Pe Cease 
; Murai 


- 


Economic Outlook 
and Fiscal Review 


ONTARIO 1989 


Ministry of 
y, Treasury and 
Economics 


Ontario 


November 1989 


General enquiries regarding this Review should 
be directed to: 


Ministry of Treasury and Economics 
Communications Branch, Room 519 
Frost Building South, Queen’s Park 
Toronto, Ontario M7A 1Y7 

(416) 965-7171 


Copies are available free from the Ontario 
Government Bookstore, 880 Bay St., Toronto. 
Out-of-town customers write to: 

Publications Services Section, 

Sth Floor, 880 Bay St., 

Toronto, Ontario M7A 1N8 

Telephone 326-5300. Toll free 

long distance 1-800-668-9938. 


Printed by the Queen’s Printer for Ontario. 


ISSN 0837-7529 


Pour de plus amples renseignements au sujet de cette Revue, 
s’adresser au : 


Ministére du Trésor et de Economie 
Direction des communications, bureau 519 
Edifice Frost sud, Queen’s Park 

Toronto (Ontario) M7A 1Y7 

(416) 965-7171 


On peut se procurer des exemplaires gratuits 
du présent document a la : 

Librairie du gouvernement de 1’Ontario 

880, rue Bay, Toronto 

Ou en écrivant au : 

Centre des publications 

S° étage, 880, rue Bay 

Toronto (Ontario) M7A 1N8. 

Téléphone 326-5300. Interurbain sans frais 
1-800-668-9938. 


Imprimé par l’imprimeur de la Reine pour 1’Ontario. 


ISSN 0837-7537 


TABLE OF CONTENTS 


Ontario Economic Outlook ........................2.2.... 1 
Ontario Economic Outlook: The Transition to Sustainable Growth .......... 2 
Recent Performance; Growth, Continues) 2.224. 04 « . dookwO loll dnaT- 2 
Key Assumptions; 1990) 00k SL '.'. . . sven, sndlbnsae A enioieulini ox 4 
The Outlook for 1990: More Moderate Growth and Inflation............ 7 
They Medinm-TernQurlook’for 1991-1993" ie, \ Gee On anand 13 
FabousPorec:ard"Employiient © peo. eee 1S OONEIY MORK Oly Mun tuevlaany 16 
tity Oudeok. for 1990. A Mevawes ee OGeEr (atlnok geo. Ciscoe) Rewer ig’g 16 
her iabour Force Ase te Conniitee jn ite oodetutimonn war viteBihansh! 16 
Employinenvh op yas tothe, devshonmettot the Oe) Cararivetitentertl. 19 
UMRMplOVMeNt by gisnce ge Uae Bos sds wis v2 aca RORMRURNOO 160) Teeakivn 20 
Skived Labour, Requirements) y 1. .5.05......0.~<.c.. SeoneneL ee 22 
Compensation lrends 01), tle. » ars sao acs 4 « SCE, BOR ae 22 
ine wsectorgl Outlook rg ie le OE cs oe wk. Wa oe ee 26 
OVEIVIEW see hae een cae a ee so BROT aribney lsieative 26 
ASMCULOIE ood ole ale ote ww dts oe BINACORAMTA lest Laloneord-1 27 
Resource and Resource-Based Industries ........................, 29 
Prdasportation .Rquipimichti meta os < ka saws sc <a A eS 30 
Investment Goods saci, ¢ vas el ogas a kee Ce eee Mo 32 
Intepmediate Products; nu 2 vigeg pet dew sca 6» JReeCOMUM oF ou 33 
CG@nsumer ProductssIndusttics! epecce stem ede ne ee 34 
CRS UUCHON Mites open. or ere ee er TP ate aaah ce 35 
DS eee edi ee 2 eee SM MT Ni slat cede Bie ae 36 
DC RVICCRSC CIOL or 28s ai iii.) to Cae ol I) | eee Ren nea an A 36 
Ontario’s Position in a Changing World Economyonye? bas sional? baode?. 2 39 
UPCeUMCtaliondly(CONCKE = yar ieee ee aeereat | fee eee eae Oi we 89 
ab SeintcrigiOnale| tide.) accper ey were, ew ae Pe 39 
Hi canOnd AC OMparisOns 1). 40, een. ON 41 
Ontario Fiscal Review .............. Oe 2 ae eo ee ee 48 
RCV CRC EELOUUC tS rer roy, kates oes rh feat MONE ce Ce 5 An 48 
Composition ol. Provincial Revenues’ 1. ).e ie ee 48 
Recent Developments in Revenue Policy .....................-... 49 
CAG AR BL dx RIDIN eat htta, SUM ee ah ORR} ah 49 
Cate ary eeinancin es RCTONM i. 0, neeee Met dee. mI 49 
a iaospornauon Capital <hinancing Plan. a tyeres!,.o..06 8 nee. 51 
FS Mergen 2 EVAR OS Siena arke aio) ek ne e/a ae <0 te ee ae ee By 
Description of the Major Taxation Sources ...............0.02-.. a2 
|e) el af SNE, 8 Coe) (GE Bo a Se ee cee ds ed 56 
Iitesprovinetallaxak ate; @ampansons, «Gents. lg Oe ade t,o oe 58 
BE De DCICUIe Snr steerer mre (eee). es na i Bak eit Matyi | ANd 60 
TERPS CITIES EEOC ahigne aes ie u's, Ste oe a Penta tia ues 4) 7 aes 62 
Vig CENTER G1 Mire Eve yd As AE ar oD eet PRY 0 fa 63 
pocial Services andiincamerSupport s/h ...@ tlhe oe 64 
a LAU SECTAR AY ICIS es een ey cc ted A - sauaee eamne Ni Pictu oh eee, a eR, 65 


Capital oc is) sso Soa igieieingiatin Miers ser aie tae 0 ee ee 66 


Summary OF Expand sites es ook tae orcs. cela io ek ears ee a 67 
SpPendInGaCONtrOl) 5.5 Sih hes BO ae Oke ag iene a kee ene ae 67 
savings and “Constraints Meastres ci JU. Stic ivan seed ote ae et 67 
Expenditire* Indicators. wh sk eS ek 8 5 ORD DRONES | 68 
Fiscal Indicators,” fiw). sidanimeud ov 20nieain) oth Honk cima! 69 
Meditm-Teérm. biscal.Outlook. .. ad. ea. = « ROUND Jawork) sneer : 74 
Factors Influencing, Expenditure,Growth, ......)...4.. 0¢@2) nenames 74 
Factors Influencing RevenveGrowth diwiw) sistabal wold SCOT ai oni 74 
Fisdal"Projecnon FY%, BON ges COREL PRL. wit. doahuO. Rast 75 
Deotrand Debt" Financia, Se". os a « as oa ao 2 OIE ORR Ste 78 
ORCAS ees oy ie) ovo ew epee wae Api otis ecole (Ae 78 
ConsolidatensPublic Sector, Debt sic fan Gy cases wien vines tesa 19 
iahcerges elaine lel: ta evr ue ae es sais SOMMER MORE) nag 79 
lnterproyincral, Webe*@omparison case 6.4 = © a hain 4 su a us.wisin 4. SOO 80 
Ontario’s Financing) ok a ee . SR Aedes 81 
Ontario’ sy Maturing Debt giscince os) 5 ula als wo 4 ie ss 5 ewe RU, OR 81 
Credit, W OTHINeSS: oy: Sin bo pas etnies btw ee ee es Re ee 82 
Fédetat-Provincial Punding,,Programs yf) ..u.. aadbeele 6 a dei. ss 84 
Bederal-Provincial .biscal Arrangements. .eacnweees . .. cingee. 4 . | 40 ee 84 
Canadian Assistance Plan. ...)\. 5345.0 aGheunal. bowl ietmonsA. bre ae 88 
Ganadas Child: GaresActats, a: .cujet sy cote Maer, . oo... . GON, nolan 89 
Proviticial-Local: Transters 0.2 is dies ok ea iw a ee I, 90 
Transfers to: Municipals 0. a sua ass s cis ake baba a COT, ere 90 
ADDENGICES cselts athena <anurang RIGA tot ttn 4 eT ser 98 
Appendix I: Tax Expenditures ........ CS RRR ee eos a ene 99 
Appendixd Hie" Piscalé@apacity and -Tax -Bffort: 4444 +4%+.22 444452520004 * 108 
Appendix. Ill: Glossary of Terms+ «444: 2004246451042 442.45, oe 112 


Preface 


In Spring 1986, the Legislature set up the Standing Committee on Finance and Economic 
Affairs to "consider and report to the House its observations on the fiscal and economic 
policies of the Province." The 1989 Economic Outlook and Fiscal Review is part of the 
Government’s efforts to assist the Committee in its endeavours and to enhance the process 
of public consultation leading to the development of the 1990 Ontario Budget. 
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THE ONTARIO ECONOMIC OUTLOOK 
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Ontario Economic Outlook at a Glance Table 1 
i hee ae tae ees oe TN ie Es ee ee 
1988 1989 1990 
Real Growth (%) 5.6 2.8 2.0 
Job Creation (000s) 173 90 71 
Unemployment Rate (%) 5.0 5.1 Be 
Inflation (%) 47 5.9 53 


In 1989 the Ontario economy began a transition to more moderate and sustainable growth, 
following six years of rapid expansion. 


The economy is expected to continue to expand in 1990, but at a more modest pace than 
in recent years. Smaller employment gains and a stable savings rate will continue to 
restrain spending growth compared to the 1985-1988 period. 


Ontario’s economy is expected to generate 71,000 new jobs, following employment growth 
of 90,000 in 1989. The unemployment rate in 1990 is expected to rise four-tenths of a 
percentage point to 5.5 per cent. Ontario will continue to have the lowest unemployment 
rate among the provinces. 


Inflation is expected to decline in 1990, reflecting the effect of more moderate growth in 
employment and output. 
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Ontario Economic Outlook: The Transition to Sustainable Growth 


Recent Performance: Growth Continues 


In 1989 the Ontario economy entered a period of more moderate growth, with output 
increasing by an estimated 2.8 per cent and employment by 1.9 per cent. This moderation 
reflects slower demand growth throughout the industrial world and the absorption of unused 
resources over the past several years. 


Ontario emerged from the 1981-1982 recession with substantial unemployed labour, excess 
plant capacity, significant pent-up demand for consumer durables and housing, and a high 
level of savings. These factors made possible the rapid growth in output and employment 
through the first six years of the expansion. 


Real output returned to its pre-recession peak in 1984. Between 1985 and 1988, real 
output in Ontario grew by an average 5.5 per cent per year, and employment increased by 
3.5 per cent annually. In both output and employment, Ontario experienced higher growth 
than any of the major industrialized countries. 


INTERNATIONAL COMPARISON OF REAL OUTPUT GROWTH 
1985-1988 


% Average Annual 
Growth 
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0 : 
Ontario Japan Canada U.K. Italy Germany France 


Source: |.M.F., Statistics Canada and Ontario Ministry of Treasury and Economics. 


Consumer spending and exports were the fastest growing components of aggregate demand 
during the 1983-1984 period. By contrast, in the 1985-1988 period, the expansion was led 
primarily by residential construction and business investment in plant and equipment. The 
strength of the expansion was based on growth in personal income and corporate profits, 
healthy growth abroad, lower oil prices, stable interest and inflation rates, and an exchange 
rate that enhanced international competitiveness during the early part of the period. 
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Real business investment grew at an average annual rate of 15.5 per cent over the 1985- 
1988 period. Plants were modernized to meet international competition, and capacity 
increased to satisfy growing foreign and domestic demand. 


Over 350,000 homes were built in Ontario in the 1985-1988 period. Strong growth in 
residential investment was supported by pent-up demand from the early 1980s, high levels 
of net interprovincial and international migration, and a decline in mortgage interest rates 
from the levels of the early 1980s. The high level of net migration to the province 
contributed to strong growth in the labour force. This, combined with reasonably stable 
inflation, resulted in moderate wage increases and rapidly growing employment. 


SOURCES OF REAL GROWTH IN ONTARIO 


% Average Annual 1985-1988 
rowth 
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Consumption Residential Business Net Exports 
Construction Investment 


Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


Throughout the expansion, growth in Ontario outpaced that in the rest of Canada. During 
1989, however, growth across the country has become more balanced. Real Output growth 
in Ontario will average 2.4 per cent per year in 1989-1990, roughly in line with growth in 
the rest of the country. 
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REAL GROWTH: ONTARIO VS. REST OF CANADA 
% Average Annual 1985-1990 
Growth 


RY Ontario 


Rest of Canada 


1985-1988 


* Estimate for 1989 and forecast for 1990. 


Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


Key Assumptions: 1990 


International and interprovincial exports account for almost half of the province’s GDP. 
The growth prospects of Ontario’s major trading partners therefore have a significant 
impact on Ontario’s short-run economic performance. Financial markets and energy prices 
also have an important bearing on the outlook. 
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Ontario’s Export Markets, 1988 Table 2 
stenceceasmeidin Mit os i i MR, a Li etal 


Share of Ontario GDP (%) 


Total International 31.9 
United States 21,3 
European Community Ls 
Japan 0.6 
Other 23 
Rest of Canada 15.0 
Total 46.9 


Source: Ontario Ministry of Treasury and Economics. 
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International Outlook 

The rate of expansion of the United States economy is expected to decline modestly over 
the next year. Following an estimated gain of 2.8 per cent this year, United States real 
GDP is projected to expand by 2.0 per cent in 1990. While momentum will moderate 
from the pace exhibited since the start of 1988, the steady growth experienced so far this 
year and lower short-term interest rates have reduced fears of a recession in the near 
future. 


Reduced buoyancy in net exports and business investment, which have led United States 
growth in recent years, will contribute to more subdued performance over the next year. 
Since the beginning of 1989, the United States dollar has risen by about ten to fifteen per 
cent against most major currencies. This rise, mirroring interest rate differentials and 
political uncertainties, will slow the growth of United States exports. 


As a result of higher social security taxes and weaker growth in defence spending, fiscal 
policy in the United States will become somewhat more restrictive in 1990. Improvements 
in credit availability will help to offset the projected tightening of the federal government’s 
budgetary stance. Due to the modest easing of Federal Reserve Board policy in mid-1989, 
short-term interest rates in the United States have declined by about one percentage point 
from their spring peaks. As borrowing costs have fallen, lower mortgage rates have 
provided support for residential construction. 


Consumer price inflation in the United States rose in early 1989 to the highest level since 
the recession, reflecting pressures created by economic growth and higher costs for food 
and energy. Improved supply conditions for these products have eased inflation in recent 
months. The rate of increase of United States consumer prices is expected to drop to 
about 4.5 per cent in 1990 from about 5.0 per cent this year. 


REAL GROWTH OF ONTARIO’S INTERNATIONAL TRADING PARTNERS 
1988-1990 


Europe 
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1988 1989* 1990* 
* Estimate for 1989 and forecast for 1990. 


Source: OECD and Ontario Ministry of Treasury and Economics. 
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Economic growth in the other OECD countries will generally show more strength than in 
the United States in 1990. The OECD forecasts a 4.25 per cent pace of growth in Japan 
next year, down from 4.75 per cent in 1989. Growth in Western Europe will decelerate 
from 3.0 per cent this year to 2.75 per cent in 1990. 


Rest of Canada 
Growth in the rest of Canada in 1990 is expected to make a modest contribution to 
Ontario’s export position, with strength in the Western provinces offsetting softness in 
Atlantic Canada. 


Weakness in the fishing industry and reduced defence spending will slow growth in the 
Atlantic provinces in 1990. Offshore oil and gas development continues to be delayed. 
Increased coal production and the expansion of electric generating plants will have a 
modest positive effect. 


In Quebec, which accounts for the largest proportion of Ontario’s interprovincial exports, 
weaker consumer spending and moderation in investment are expected to lead to slower 
growth in 1990. 


Manitoba and Saskatchewan are expected to record higher growth rates in 1990 as farm 
output continues to rebound following the 1988 drought. A recovery in oil and gas 
investment and new strength in forestry investment will contribute to stronger growth in 
Alberta. 


The forestry-dominated economy of British Columbia will be boosted by a recovery in the 
United States housing sector. Strong immigration will support rapid growth in the service 
sector in British Columbia this year and next. 


Financial Markets 

The Bank of Canada has increased the Canada-United States interest rate differential to 
levels unprecedented except during currency crises, triggering a further appreciation of the 
dollar. The short-term differential has averaged over 3.25 percentage points in 1989, 
sharply higher than its 1980-1988 average of 1.90 percentage points. In recent months the 
gap has exceeded four percentage points. Since early 1986, the Canadian dollar has risen 
from 69 cents U.S. to about 85 cents U.S., a 23 per cent increase. 


The recent convergence of Canada-United States inflation rates and the rise in the Canadian 
dollar indicate that there is room for a narrowing of the Canada-United States short-term 
interest rate differential The forecast assumes that the Bank of Canada will allow the 
interest rate differential to narrow in early 1990. The average value of the dollar is 
expected to fall to the U.S. 81 to 84 cent range. Interest rates in Canada are expected to 
fall modestly through the first half of 1990 as growth slows. 
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CANADA-U.S. EXCHANGE RATE AND 3-MONTH TREASURY BILL SPREAD 
1985-19906 


C$ (in U.S. cents) Spread (Basis Points) 
90 350 


T-Bill Spread 300 


85 
80 
75 


70 Eee eee 0 0 
1985-1988 1989* 1990* 
* Estimate for 1989 and forecast for 1990. 


Source: Bank of Canada and Ontario Ministry of Treasury and Economics. 


Energy Prices 

Ontario’s oil and gas bill is expected to increase by eight per cent in 1989 and remain 
unchanged in 1990. During 1990, modest increases in the demand for refined petroleum 
products and natural gas are expected to be offset by small price decreases. 


The direction of world oil prices in 1990 will be influenced by slower demand growth in 
the industrialized countries owing to a slowing global economy, a relatively stable political 
environment within OPEC, and the re-establishment of more normal supply arrangements in 
Alaska and the North Sea after this year’s disruptions. These factors are expected to result 
in an average world oil price of $17.50 U.S. per barrel for 1990 compared to an estimated 
average for 1989 of $18.50 U.S. 


The Outlook for 1990: More Moderate Growth and Inflation 

Business investment will continue to grow more quickly than other components of demand 
in 1990. Growth in other sources of domestic demand, most notably consumer spending 
and housing, will continue to moderate. 


ye 


SOURCES OF REAL GROWTH IN ONTARIO 
1989 and 1990 


% Growth 
14 


RN) 1989" [| 1990° 


Consumption Residential Business Exports Imports** 
Construction Investment 


* Estimates for 1989 and forecast for 1990. 
** Import growth has a negative effect on real growth. 


Source: Ontario Ministry of Treasury and Economics. 


Consumer Spending 

Robust growth in personal income and a decline in the savings rate to a 16-year low 
fuelled strong growth in consumer spending over the 1985-1988 period. The moderation in 
growth of personal spending that has been evident in 1989 is expected to continue into 
1990, reflecting a small upturn in the personal savings rate from its 1988 low, high 
consumer debt loads and slower income growth. Growth in real consumption will 
moderate from 3.5 per cent in 1989 to 1.8 per cent in 1990, down from 4.7 per cent in 
1988. Over the 1985-1988 period, consumer spending growth outpaced the increase in 
personal disposable income, leading to a continued drop in the savings rate and an increase 
in debt loads. The savings rate rose from 12.2 per cent in 1988 to 12.6 per cent in 1989, 
reflecting consumer caution and the incentive of higher interest rates. The savings rate will 
edge down to 12.4 per cent in 1990. 
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REAL CONSUMPTION AND REAL PERSONAL DISPOSABLE INCOME 
1985-1990 


% Average Annual 
Growth 


Rey Consumption 


RSS Disposable Income 
BS manent 3S 
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1985-1988 1990* 


* Estimate for 1989 and forecast for 1990. 


Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


High interest rates and the high level of household debt relative to disposable income will 
restrain consumers from going further into debt to finance their purchases. The burden of 
household debt payments has grown rapidly since 1985. Between the first quarter of 1985 
and the second quarter of 1989, total consumer and mortgage debt held by Canadians 
increased 88 per cent while disposable income rose only 35 per cent. Rising debt loads 
have made consumer behaviour more sensitive to interest rate movements. 


Personal income growth is expected to moderate to 7.1 per cent in 1990 from 9.0 per cent 
in 1989 as job creation slows. Increases in investment income and in wages will partially 
offset the effects of smaller job gains. 


In 1989 and 1990, spending on goods will grow more slowly than on services. Demand 
for consumer durables such as automobiles and major appliances will be the weakest 
component in consumer spending. The recent strength in housing-related durables spending 
is expected to diminish considerably as the pace of residential construction moderates. 


Housing 

The housing market has been strong over the 1985-1988 period. Real residential 
investment growth averaged 11.7 per cent per year over the period. Housing starts totalled 
over 350,000. Several factors account for the recent strength in residential construction in 
Ontario: 


* the favourable economic climate, with strong employment and income growth and 
declining interest rates in the early part of the period; 


* pent-up demand from the recession; and 
* the high level of net migration, especially interprovincial migration. 
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The current slowing in housing starts, sales and price increases reflects softening in the 
same underlying factors that initially fuelled strong residential construction: 


¢ the economy is growing more slowly; 
¢ much of the pent-up demand from the early 1980s has been met; 


¢ affordability remains an issue due to high home prices and high short-term interest 
rates; 


¢ in 1989 and 1990, housing completions are expected to outpace demand growth, adding 
significantly to the housing stock; and 


* interprovincial migration is slowing, although international migration remains a strong 
source of demand for housing. 


ONTARIO HOUSING STARTS 
1985-1990 


000s Average Annual 
100 


80 
60 
40 


20 


1985-1988 1989* 1990* 


* Estimate for 1989 and forecast for 1990. 
Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


New home construction has continued at a healthy pace in 1989, reflecting strong pre-sales 
in late 1988 and early 1989. Housing starts are expected to total 91,000 in 1989. In 
1990, a moderate pace of 84,000 starts is forecast. 


Real residential investment is expected to grow by 5.1 per cent this year and to contract by 
1.9 per cent in 1990. Renovation activity, which accounts for about one-third of total 
residential investment, is forecast to grow moderately. 


Resale activity is expected to remain soft through 1989 and to pick up during the first half 
of 1990 as interest rates ease. 
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Business Investment 

Investment in plant and equipment was the most rapidly growing component of demand in 
1988 and has remained so again this year. Further increases are expected next year, 
although at a slower pace. Strength in business investment is the result of healthy 
corporate profits, high rates of capacity utilization, continued sales growth, declining 
machinery and equipment prices, and the pressure of international competition. 


REAL BUSINESS INVESTMENT 


1985-1990 
% Average Annual 
Growth 
20 
Machinery and Equipment 
4k Non-Residential 
AK Construction 
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1985-1988 


* Estimate for 1989 and forecast for 1990. 


Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


Total real business investment is forecast to increase by 5.9 per cent in 1990. Real non- 
residential construction is expected to grow by 2.1 per cent in 1990, following an estimated 
6.1 per cent rise this year. Real machinery and equipment investment is forecast to 
increase by 7.3 per cent in 1990, after an estimated 14.5 per cent increase in 1989. 


Following an estimated 4.8 per cent increase in 1989, corporate profits are expected to 
grow by 6.7 per cent in 1990. The appreciation of the Canadian dollar and moderating 
demand are restraining profit growth to well below the 14.4 per cent annual average 
recorded over the 1985-1988 period. , 


As a result of steady increases in industrial production, capacity utilization rates rose 
steadily from the end of the 1981-1982 recession until 1988. Smaller increases in domestic 
sales, weaker exports and new capacity resulting from the investment boom have caused 
Capacity utilization rates to decline slightly in 1989. This will tend to moderate business 
investment in 1990. 


External Trade 
Imports of goods and services have been growing considerably faster than exports in 1989. 
Although import growth will slow in 1990, export growth will still lag slightly. 
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REAL EXTERNAL TRADE 
% Average Annual 1985-1990 
Growth 


10 
Real Exports 
8 Real Imports 


1985-1988 


* Estimate for 1989 and forecast for 1990. 


Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


Export growth has slowed in 1989, primarily reflecting the higher Canadian dollar and 
slower growth in the United States. In real terms, Ontario exports are expected to grow by 
a modest 1.9 per cent in 1989, down from 8.0 per cent last year. In 1990, real export 
growth is expected to rise marginally to 2.3 per cent. 


The 23 per cent appreciation of the Canadian dollar against the United States dollar since 
early 1986 has adversely affected the cost advantage enjoyed by Ontario’s exports in the 
United States, where 86 per cent of Ontario’s merchandise exports are sold. Within 
Canada, strength in Ontario’s exports to Western Canada is expected to be offset by 
weaker growth in exports to Quebec and the Atlantic provinces. 


Imports have increased significantly in 1989 in response to the continued strength in 
consumer spending and the surge in machinery and equipment investment, most of which is 
imported. The appreciation of the Canadian dollar has made foreign purchases cheaper. 
Real imports are expected to rise by 9.0 per cent in 1989, slowing to 2.8 per cent in 1990 
as consumer spending and investment moderate. 


Inflation 
Over the 1985 to 1988 period, Ontario’s inflation rate as measured by the Consumer Price 
Index was relatively stable, ranging from a low of 4.1 per cent to a high of 5.1 per cent. 


In 1989, inflation rose to an estimated 5.9 per cent in Ontario and to 5.2 per cent nationally. 
Several factors contributed to the rise, including higher wage settlements, higher oil prices and 
increases in indirect taxes. The appreciation of the Canadian dollar and less rapid economic 
growth have partially offset these factors. 
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Over the 1980-1986 period, the difference in inflation between Ontario and Canada averaged 
Q.1 percentage points, compared to 0.7 percentage points during 1987-1989. The gap between 
the Ontario and national inflation rates in recent years has been primarily the result of house 
price increases in the Toronto region. In 1990, the Ontario-Canada inflation gap is expected 
to narrow as house price increases in Southern Ontario moderate. Inflation in Canada and 
Ontario is expected to moderate in 1990 to 4.9 per cent and 5.3 per cent, respectively, in 
response to slower growth in demand and employment. 


CANADA AND ONTARIO CPI INFLATION RATE 
1985-1990 


% Average Annual 


RS Canada 
Ontario 


* Estimate for 1989 and forecast for 1990. 


Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


The Medium-Term Outlook for 1991-1993 


In August the federal government announced details of its plans to introduce a 9 per cent 
Goods and Services Tax (GST) to take effect January 1, 1991. The economic effect of 
this tax, if it proceeds, will depend on the tax base and rate that are ultimately decided 
upon. If the tax proceeds as announced, its imposition will have significant effects on the 
Ontario economy in the medium term. For the purpose of this medium-term outlook, it is 
assumed that the GST will proceed as announced. 


NN 
The Ontario Economy: 1991-1993 Table 3 
(Annual Average) 
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Real Growth (%) 3.0 
Inflation (%) 6.3 
Job Creation (000s) 76 
Unemployment Rate (%) = Fe 


Source: Ontario Ministry of Treasury and Economics. 
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Over the 1991-1993 period, real output growth is expected to average 3.0 per cent per 
year. Business investment will continue to lead growth over this period. The CPI 
inflation rate is expected to average 6.3 per cent per year, 1.0 per cent above the expected 
1988-1990 average. Job creation is expected to average 76,000 over the 1991-1993 
period, down from an average of 111,000 in 1988-1990. 


Annual growth in personal income in nominal terms is expected to average 8.8 per cent 
over the medium term, slightly above the 8.6 per cent average recorded during the 1988- 
1990 period. Inflation induced by the proposed GST is expected to offset slower job 
creation over the period. 


Real consumer spending is forecast to increase at an average annual pace of 2.1 per cent, 
well below the 3.4 per cent rate recorded over the previous three years. Consumption 
growth will be restrained by slower employment growth and continuing high interest rates, 
as well as by the loss in real disposable income resulting from the proposed GST. 


Despite slowing population growth, changes in the age profile of the population will tend 
to increase housing activity over the medium term. The baby-boom workforce is 
increasingly entering the age group typified by home purchase and renovation. As a result, 
residential investment is expected to expand slightly more quickly than the economy as a 
whole. 


Real business investment is expected to remain the fastest growing source of demand in the 
Ontario economy, expanding at an annual rate of 7.5 per cent. This represents a slowing 
from the 11.3 per cent annual pace recorded over the previous three years. 


Real net exports are forecast to decline marginally over the medium term, in response to 
continuing strong growth in machinery and equipment imports. Nevertheless, trade will be 
much less of a negative influence on the economy over the 1991-1993 period than it is 
projected to be over the 1988-1990 period. 


Effects of the Proposed GST 

If the federal Goods and Services Tax proceeds, it is expected to raise the consumer price 
inflation rate by an average of 1.6 per cent annually over the 1991-1993 period and to 
cause a loss in average real growth of 0.2 per cent annually. The GST is expected to 
reduce employment growth by an average of 18,000 jobs per year. 


Workers are expected to attempt to recoup lost purchasing power by demanding larger 
wage increases. The Bank of Canada is expected to raise interest rates to attempt to 
counter this wage response. 


The main effects of the introduction of this tax will be felt in 1991, with some adverse 
effects persisting in subsequent years. 
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First-Year Effects of the Proposed GST on the Ontario Economy Table 4 

CE 
1991 

eee 

Real GDP Growth (%) (0.4) 

CPI (%) 2 

Job Creation (000s) (23) 

Unemployment Rate (%) 0.3 


So 


urce: Ontario Ministry of Treasury and Economics. 


In 1991, the proposed GST will cause an initial direct rise in consumer prices. While this 
initial effect is expected to be close to the 2.25 per cent estimated by the Department of 
Finance, it will be followed by indirect effects that will raise inflation in Ontario byi32Z 
percentage points in 1991. 


Higher wage demands, if successful, will dampen the negative effect of the tax on real 
disposable income and thus cushion the first-year effects on output and employment. 
However, the inflation generated by this wage pressure will reduce growth in real income 
and employment in subsequent years. 


Consumer spending will be particularly hard hit by the GST, as real personal income is 
eroded due to higher prices and lower employment growth. An expected rise in interest 
rates to counter GST-related inflation will further erode spending on consumer durables and 
housing. 


The removal of the Manufacturers Sales Tax on business inputs will encourage investment 
by lowering the cost of capital. However, lower consumer spending will offset, at least in 
part, the stimulation of business investment arising from the GST. 


The initial effect of the proposed GST on the international trade balance will be positive as 
Sales taxes are removed from business inputs used in the production of exports and as 
imports face an increased relative tax burden. However, this effect is expected to be offset 
in 1992 and 1993 by added employment costs associated with higher prices and wages and 
by the initial appreciation of the Canadian dollar in response to higher interest rates. 
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Labour Force and Employment 


The Outlook for 1990 


In 1990, an estimated 71,000 new jobs will be created in Ontario. Employment growth 
will slow modestly but will remain high relative to that in the major industrialized 
economies. The unemployment rate will increase to 5.5 per cent, but will remain well 
below the national average of 8.1 per cent. 
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Ontario Labour Market Outlook Table 5 
1988 1989 1990 
Labour Force (000s) 5,118 5,216 SZ 
Change (%) no 1.9 1.8 
Employment (000s) 4,862 4,952 5,023 
Change (%) Jel 1.9 1.4 
Job Creation (000s) 173 90 71 
Unemployment (000s) 256 264 289 
Unemployment Rate (%) 5.0 5.1 22 
Participation Rate (%) 69.6 69.7 69.8 


Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 
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The Labour Force 


Ontario’s labour force has grown at an annual average rate of 2.3 per cent since 1985. 
This growth has been fuelled by high levels of net migration and continuing increases in 
the female participation rate. It is estimated that 79 per cent of working-age males and 61 
per cent of working-age females participated in the labour force during 1989. 


Ontario’s labour force is expected to increase by 1.8 per cent in 1990. Growth in the 
working-age population will account for 94 per cent of the change, while participation rate 
increases will account for the remaining six per cent. 
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ONTARIO LABOUR FORCE GROWTH 
1985-1990 


Participation Rate 


Source Population 


Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 


* Estimate for 1989 and forecast for 1990. 


The structure of the labour force has changed, reflecting the aging of the baby-boom 
generation and changes in the participation rates of certain demographic groups. The share 
of young workers aged 15 to 24 has fallen from 23 per cent of the labour force in 1985 to 
an estimated 20 per cent in 1989. The 25-44 age group, which has accounted for four- 
fifths of total growth since 1985, has increased its share from 50 to 53 per cent. The 
Share of the labour force accounted for by workers aged 45 and over has declined 
marginally. 


Women will account for an estimated 45 per cent of the labour force in 1989, up from 44 
per cent in 1985. The increase in the share of women reflects rising participation rates. 
The number of two-income families has grown considerably, with the labour force 
participation of married women rising from 58 per cent in 1985 to an estimated 62 per 
cent in 1989. It is estimated that 64 per cent of women with pre-school children are now 
in the labour force in Ontario. 


The average level of education of Ontario’s labour force continues to rise, reflecting the 
higher educational levels of the baby-boom generation and the retirement of older workers. 
The proportion of the labour force with some post-secondary education has risen from 39 
per cent in 1985 to an estimated 43 per cent in 1989. 
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ONTARIO’S LABOUR FORCE BY AGE GROUP 
1985 and 1989* 


SS 


[3] 1989 


* January through September. 
Source: Statistics Canada. 


ONTARIO’S LABOUR FORCE BY EDUCATIONAL ATTAINMENT 
1985 and 1989* 


et 
RSS 1985 


1989 


* January through September. 


Source: Statistics Canada. 
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Employment 


Ontario’s Job Creation Record 

Ontario’s rate of employment growth has outpaced that of all other provinces over the 
1985-1989 period, with an estimated average of 142,000 new jobs being created per year. 
Eighty-eight per cent were full-time positions and 12 per cent were part-time. Reflecting 
Ontario’s tightening labour markets, the proportion of part-time employees who would 
prefer full-time employment has fallen from 22 per cent in 1985 to 15 per cent in 1989 to 
date. ! 


Since 1985, employment in the service sector has increased by 20 per cent, almost double 
the 11 per cent growth in the goods-producing sector. As a result, the,,share of 
employment in the service sector has risen from 67.9 per cent in 1985 to an estimated 69.2 
per cent in 1989. 


EMPLOYMENT GROWTH BY INDUSTRY, ONTARIO 
1985-1989* 


% Average Annual 
Growth 


Primary Manuf. Constr. Transport, Trade Finance, Community, Public 


Communic., Insurance & Business & Admin. 
& Utilities Real Estate Personal 
Services 


* January through September. 
Source: Statistics Canada. 


The service sector has accounted for 79 per cent of all new jobs created in Ontario since 
1985. The largest employment gain has been in community, business and personal 
services. These industries created 304,000 new jobs, representing more than 42 per cent of 
all jobs created in Ontario during this period. 


The number of jobs in manufacturing has increased by 49,000 over the 1985-1989 period 
to date. This represents an increase of five per cent, higher than in any of the major 
industrialized countries. 
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Of all the jobs created since 1985, 42 per cent have been in the managerial and 
professional category, and 92 per cent of those have been full-time positions. Over 60 per 
cent of the new managerial and professional jobs have been taken by women, reflecting 
their greater participation in the labour market, their increased education levels and the 
growth in the number of small businesses headed by women. 


Regional Distribution of Job Creation 
Employment growth has been distributed broadly among all regions of the province since 
1985. Central and Southwestern Ontario have experienced the most rapid employment growth. 


ONTARIO REGIONAL EMPLOYMENT GROWTH 
% Average Annual 1985-1989* 
Growt 


4 


0 


Central Southwestern Eastern Northwestern Northeastern 
* January through September. 
Source: Statistics Canada. 


Unemployment 


Age Profile of the Unemployed 

While the unemployment rate of older workers (age 45 and over) is the lowest among 
demographic groups, older workers are over-represented among those who have been out of 
work for more than six months. In 1989 to date, older workers have accounted for 18 per 
cent of the unemployed, but have represented 27 per cent of long-term unemployment. 
The average duration of unemployment for older workers in Ontario has declined from 23.7 
weeks in 1985 to 19.3 weeks in 1989 to date, while the duration of unemployment for 
youth has fallen from 12.5 weeks to 8.6 weeks. Given tighter labour markets, the 
concentration of long-duration unemployment among older workers suggests that their skills’ 
may be less portable than those of other demographic groups. 
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AGE PROFILE OF UNEMPLOYED 
ONTARIO, 1989* 


Workers 15-24 


sy \Workers 15-24 
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Share of Unemployment Share of Long-Term Unemployment 


* January through September. 


Source: Statistics Canada. 


Strong demand for young workers, combined with reduced supply, is reflected in lower 
youth unemployment. The number of unemployed youth has dropped from 140,000 in 
1985 to 83,000 in 1989 to date. Youth now account for 31 per cent of all unemployed 
persons in Ontario, compared to 37 per cent in 1985. 


Layoffs 

Major layoffs involving 50 or more workers have affected about 14,000 workers each year 
since 1985. Although the total number of employees affected has been stable over the 
period 1985 to August 1989, layoffs due to complete plant closures have increased slightly, 
indicating continued pressure on industries to adjust and restructure. Plant closures have 
occurred mostly in mature manufacturing industries and have affected older workers and 
long-service employees more severely than younger and more mobile workers. Laid-off 
older workers tend to experience longer periods of unemployment and greater difficulties 
finding re-employment. 


Regional Dimension 

Unemployment rates have fallen in all regions of Ontario. In Central Ontario, the 
unemployment rate is below five per cent. While unemployment rates in Northern and 
Eastern Ontario remain above the provincial average, they too have declined since 1985. 
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ONTARIO REGIONAL UNEMPLOYMENT RATES 
1985 and 1989* 


1985 
1989 


Southwestern Eas 


* January through September. 
Source: Statistics Canada. 


Skilled Labour Requirements 


Many of the new and emerging jobs in the labour market require a broader range and 
higher level of skills than in the past. The federal government has estimated that 64 per 
cent of the new jobs created between 1986 and the year 2000 will require more than 12 
years of education and training, compared to 44 per cent of current jobs. 


The combined impacts of demographic, technological and economic change have resulted in 
shortages of skilled labour in certain occupations and market areas. For example, 50 per 
cent of respondents to a Canadian Federation of Independent Business survey cited 
shortages of qualified labour as a problem to their operations in 1988, compared to 30 per 
cent in 1985. 


A recent study by the Ministry of Skills Development has identified 159 occupations as 
being in short supply in Ontario. Recruiting difficulties are most pronounced in such 
occupations as managers, engineers, engineering technicians, systems analysts, tool and die 
makers, and machinists. These shortages suggest a continuing need to upgrade and 
modernize the skills of the workforce. 


Compensation Trends 


Earnings 

Average weekly earnings for paid workers in Ontario grew at an annual rate of 5.0 per 
cent in the first eight months of 1989. Between 1985 and 1989 to date, growth in average 
weekly earnings averaged 4.6 per cent per year. 
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ONTARIO AVERAGE WEEKLY EARNINGS INCREASES 
1985-1989 


Industrial Agg. Goods Producers Service Producers 


1985 1986 1987 1989* 
* January through August. 
Source: Statistics Canada. 


For the second consecutive year, earnings growth in the service industries has outpaced that 
in the goods-producing industries. The trade sector and the transportation, communications 
and utilities sector have led the way, with increases of 6.1 and 5.5 per cent respectively. 


Wage Settlements 

In response to tight labour markets, the first two quarters of 1989 were characterized by 
intensified wage demands within large bargaining units. Ontario wage settlements covering 
500 or more employees increased by 6.3 per cent, compared to 5.3 per cent in the same 
period in 1988. While this is significantly higher than the growth in average weekly 
earnings, wage settlement data cover only a small proportion of total employment. For 
example, agreements ratified in the first half of 1989 covered less than three per cent of 
Ontario’s employed labour force. 


Wage settlements in Ontario continued to exceed Canadian settlements. Base wage rates in 
Ontario in the first half of 1989 increased by 6.3 per cent, compared to 4.8 per cent for 
Canada as a whole. The current Ontario-Canada differential is similar to patterns observed 
throughout most of this decade. 


Collective bargaining activity in Ontario in 1989 is concentrated in the public sector, where 
increases averaged 6.4 per cent in the first half of the year compared with 5.9 per cent in 
the private sector. In 1988, public sector wage settlement increases averaged 5.0 per cent, 
compared with 5.5 per cent in the private sector. 


In 1990, significant bargaining activity will occur in the private sector where major groups 
seeking to renew contracts include auto workers and construction unions. Wage pressures 
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may be moderated by employee concerns about job security in the face of international 
competition and by the expected slowdown in economic growth, particularly in construction. 


ONTARIO WAGE SETTLEMENTS 
(OVER 500 EMPLOYEES) 


1985-1989 
% Growth 


All industries Public Sector Private Sector 
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1985 1986 1987 1988 1989* 
* January through June. 


Source: Labour Canada and Statistics Canada. 


Non-Wage Compensation 

Non-wage compensation consists of mandatory and non-mandatory employer payments 
made for the benefit of employees. Mandatory payments include Canada Pension Plan 
(CPP), Unemployment Insurance (UI) and Workers’ Compensation (WC) premiums. Non- 
mandatory payments are for the Ontario Health Insurance Plan (OHIP) and private health 
and pension plans. In 1988, non-wage compensation constituted 9.4 per cent of labour 
income. This proportion has not varied significantly since 1985. 


Throughout the 1980s, the mandatory component of non-wage compensation has grown 
faster than non-mandatory payments. Mandatory items accounted for 50 per cent of total 
non-wage payments in 1988 compared to 33 per cent in 1980. Increases in WC and UI 
payments explain most of this increase. The mandatory component of non-wage 
compensation is likely to continue to grow as a result of federal proposals to increase UI 
premiums. The introduction of the Ontario Employer Health Tax will also increase 
mandatory payments but will be offset by a decline in non-mandatory payments due to the 
abolition of OHIP premiums. 
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MANDATORY AND NON-MANDATORY 
COMPONENTS OF NON-WAGE COMPENSATION IN ONTARIO 
1985-1988 


% of Total Compensation 


Mandatory Non-mandatory 


(UI, CPP, WC) (Pensions, Health and Welfare) 


Source: Statistics Canada. 
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The Sectoral Outlook 


Overview 


Most sectors of the economy will expand throughout the 1990-1993 period, but more 
Slowly than in the 1985-1989 period. This reflects slower economic growth for the 
economy as a whole. 


In 1990, the manufacturing sector is expected to grow more slowly than other sectors, 
while construction activity will fall. Service sector growth will exceed the average in 
1990. 


For the 1991-1993 period, the manufacturing sector is expected to rebound, based on high 
growth in the transportation equipment and investment goods industries. Little real growth 
is forecast for resource-based industries. Consumer products industries will grow less 
rapidly than other manufacturing, as will the service sector, partly due to the introduction 
of the federal Goods and Services Tax. 
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Sectoral Outlook Table 6 
EY 
1988 Real Output Growth 
Share of 

Employment Real Output 1989 1990 1991-93 
(000s) % % % % 
Primary Sector 170 4.1 a7 2.4 2.1 
Manufacturing 1,028 26.8 Ley) 1.0 wd 
Resource-Based 141 3.5 1.8 (0.1) 0.3 
Transportation Equipment 173 5.0 0.2 1.7 5.8 
Investment Goods 175 5.4 3.9 PEG. 4.1 
Intermediate Products 276 12 0.9 0.9 a 
Consumer Products 263 57 ZA 0.3 hy, 
Construction 291 z.1 5.4 (0.6) 3.1 
Utilities a5 2.4 4.1 3.8 3.0 
Service Sector 3,318 59.6 2.9 2.6 2.9 
Total 4,862 100.0 2.8 2.0 3.0 


Source: Statistics Canada and Ontario Ministry of Treasury and Economics. 
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Agriculture 


During the 1980s the Ontario agricultural economy has been strained by a combination of 
over-capitalization, disruptive foreign agricultural policies, fluctuating livestock prices and 
low grain prices. The nearly 30 per cent of the industry that operates under supply 
management has fared well, but other sectors have suffered. Uncertainty in those sectors 
without the security of cost-related product pricing has led to an emphasis on reducing 
liabilities. Dairy farmers, who produce within a supply management system, have been 
increasing the size of their operations and assuming increased levels of debt. 


Real agricultural output in 1989 is expected to increase by 3.0 per cent from the drought- 
depressed levels of 1988, primarily as a result of improved weather. Farm incomes are not 
expected to show similar increases due to a combination of rising production expenses and 
lower crop prices in response to increased world supplies of grains and oilseeds. 


Over the next four years real agricultural output is expected to grow at an average annual 
rate of 1.8 per cent. Rising production costs and declining prices for cereals and oilseeds 
will tend to discourage production increases. Red meat production is expected to increase 
in 1990 and 1991 in response to lower feed costs and rising hog prices. 


The joint federal and provincial Grape Acreage Reduction Program has been largely 
responsible for a 20 per cent drop in grape production in 1989. This reduction is expected 
to offset the increased production of other fruits and vegetables resulting from improved 
growing conditions. 


The 1989 target for the Ontario tobacco harvest has been set at 153 million pounds, up 14 
per cent from the 1988 harvest. The 1989 production level is seen as a short-term 
production peak to provide for increased exports and some stock rebuilding. The current 
three-year accord with manufacturers provides for smaller crops in 1990 and 1991. 
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AVERAGE NET OFF-FARM INCOME 
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AVERAGE FARM SALES 
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Resource and Resource-Based Industries 


This group includes logging, forest products, mining and primary metals. 


Ontario’s forest industries — wood, pulp, paper and allied industries — employed about 
84,000 in 1989, an increase of about three per cent over the previous year. Forest industry 
employment is particularly important in Northwestern Ontario, where it accounts for some 
67 per cent of the region’s total employment in primary and manufacturing activities. 


Activity in the wood products sector is driven by new residential construction and 
renovation. Ontario housing starts, although down from a record level of 105,000 in 1987, 
are still relatively strong. They are expected to reach 91,000 this year, and 84,000 next 
year. The slower pace of new home construction in 1990 will cause a softening in wood 
products sales. Modest growth is expected to resume during 1991-1993. 


Within the pulp and paper sector, pulp producers continue to enjoy strong demand and 
rising prices, but newsprint demand and prices have slackened. A large increase in North 
American newsprint capacity is beginning to come onstream. With the slower rate of 
growth in the United States and Canadian economies, this excess Capacity is likely to 
depress operating rates and prices for the next few years. 


Mining and primary metal industries employ 90,000 in Ontario. Nearly half of this 
employment is concentrated in Northeastern Ontario, where it represents almost 54 per cent 
of the region’s total employment in primary and manufacturing activities. 


Spending intentions for exploration and mine-site development in Ontario for 1989 total 
$554 million, down from $683 million in 1988 and a peak of $714 million in 1987. This 
reflects less favourable federal tax treatment of flow-through financing of exploration and 
the completion of a number of new mine development projects. 


The outlook for Ontario’s leading minerals remains generally favourable. Although the 
price of gold has slumped to about $360 U.S. per ounce, many mines are realizing higher 
prices because of forward sales. Based on 1989 production plans, Ontario gold output is 
expected to increase by 28 per cent. Some new mines are also expected to come into 
production in 1990. 


The recent high prices for base metals — nickel, copper and zinc — are not expected to last 
as the global economy enters a period of slower growth, and some additional world mine 
Capacity comes on stream. However, prices are still expected to ensure reasonable profit 
levels for Ontario’s low- to medium-cost mining operations. More moderate and stable 
metal prices may also reduce the threat of substitution by cheaper materials and will 
benefit metals’ longer-term prospects. 
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While the spot market price for uranium has fallen by one-third over the past year, most of 
Ontario’s production is still being sold at higher prices under long-term contracts with 
Ontario Hydro and other utilities. Producers are reducing costs to compete with low-cost 
mines in Saskatchewan. 


ONTARIO EXPLORATION AND MINE 
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Source: Statistics Canada. 


Ontario’s steel production continued its upward trend in 1989, buoyed by demand from the 


automotive sector and a modest recovery in the energy sector. Demand is expected to 
level off in 1990. 


Ontario’s steel industry accounts for about 78 per cent of Canadian steel production and 
employs about 45,000. Twenty per cent of Ontario’s $7.9 billion steel production is 
exported to the United States. 


Rationalization and modernization are continuing as the outlook for steel consumption 
remains relatively flat. The removal of United States restraints on steel imports, expected 
in 1992, will expand Ontario steel producers’ market opportunities. Ontario mills currently 
have a small advantage due to lower labour and material costs compared to their United 
States counterparts. 


Transportation Equipment 


Motor vehicle assembly and parts account for over two-thirds of transportation equipment 
output and employment. Aerospace, bus, and railway equipment manufacturing comprise 


the remainder of the sector. This sector contributes 19 per cent of Ontario’s manufacturing 
Output. 
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The performance of Ontario motor vehicle and parts manufacturers is dependent on 
market conditions in the United States. Ontario manufacturers export approximately 90 per 
cent of production, with the United States receiving 98 per cent of these exports. Because 
the Ontario industry is a fully integrated part of the North American industry under the 
Auto Pact, it is much more export-oriented than its Japanese or West German counterparts. 


Despite an estimated seven per cent decline in 1989 North American sales, Ontario motor 
vehicle output is expected to grow slightly due to continuing increases in Ontario 
production capacity and declines in North American imports. 


North American sales are forecast to decline a further three per cent in 1990, reflecting 
slower economic growth. Nevertheless, Ontario’s auto industry is expected to show an 
increase in Output as new plants increase production to full capacity. 


In the medium term, Ontario motor vehicle output is expected to exhibit strong growth. 
This reflects a gradual recovery in United States sales following 1990 and Ontario’s 
expanding share of North American assembly capacity. 


Ontario’s motor vehicle parts industry, which is nearly three times as large as the assembly 
industry in output and employment, increased output significantly in 1988 to meet demand 
from increased North American vehicle production. In 1989, motor vehicle parts output is 
forecast to decline marginally, reflecting lower North American production levels induced 
by declining sales. 


In the medium term, the Ontario parts industry is expected to grow strongly, reflecting the 
recovery in North American vehicle sales after 1990 and the shift to higher value-added 
vehicles. The sector will benefit from proximity to a growing assembly market especially 
as a result of recent investments in assembly capacity in Canada. 


Shifts in production technologies and systems will continue to cause restructuring in the 
auto parts industry with associated plant closings, openings or expansions. The success of 
individual firms will depend on their ability to meet assemblers’ price, quality and delivery 
requirements relative to their competitors. 


The continued implementation of the just-in-time production system — in which parts are 
delivered to assembly plants when they are required, eliminating the need for 
warehousing — will be a key factor in determining the future performance of the Ontario 
parts .sector. Ontario parts plants are well positioned to benefit from just-in-time 
production. Forty-five per cent of North American assembly capability is within two 
hours’ delivery time by truck, and 75 per cent is within eight hours. Most of the Ontario 
parts industry already specializes in just-in-time components and competes primarily with 
plants in the Great Lakes region rather than with low-wage jurisdictions such as Mexico. 
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ONTARIO AUTO PARTS PRODUCTION 
BY JUST-IN-TIME DELIVERY CATEGORY 
1986 
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Source: Roger Miller (Université du Québec), Statistics Canada and 
Ontario Ministry of Treasury and Economics. 


In the rubber industry, closures of major tire plants reduced Output in 1988. Recent 
investments in plant and technology such as at Goodyear’s new Napanee plant are expected 
to improve the outlook for output and employment. 


The aerospace segment of the transportation equipment sector is experiencing robust 
growth and is operating at close to full capacity. Ontario manufacturers of aircraft and 
components are benefitting from increasing global demand due to the growth in commuter 
airline traffic and fleet replacement by major airlines. A growing order backlog indicates 
that strong activity in this segment is assured over the forecast period. 


Investment Goods 


Investment goods include industrial electronics, machinery, scientific equipment and office 
furniture. In 1988, this sector accounted for 20 per cent of Ontario manufacturing output. 
Nearly half of this sector’s production is destined for the world market. Investment goods 
comprise 12 per cent of Ontario’s total exports to the United States, 26 per cent to 
Western Europe and 32 per cent to other countries. 


As a result of higher levels of business investment, global rationalization and automation in 
the manufacturing sector, the investment goods industries experienced strong growth in 
1988 and 1989. As North American business investment in machinery and equipment is 
expected to slow, growth will moderate over the medium term. 
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Growth in the industrial electrical and electronics sector — which includes telephones, 
computers, electric transformers, and similar goods — is being driven by business investment 
and modernization plans to improve productivity. Since 1985, the value of Ontario 
shipments in this sector has increased by 26 per cent in constant dollars, while Ontario’s 
manufacturing shipments as a whole have increased by 13 per cent. 


The communications equipment sector is internationally competitive, and reduced tariffs are 
not expected to affect the performance of the industry adversely. Stronger growth is 
expected in the markets of the newly industrialized countries as the North American market 
becomes saturated with digital technology. Softening in the telecommunications market and 
a higher exchange rate will lead to reduced but healthy growth over the forecast period. 


The machinery industry has rebounded due to restructuring and rationalization of the 
manufacturing sector. Increased output in the machinery sector in 1988 and 1989 has 
reflected the healthy levels of business investment in plant and equipment. Strength in the 
resource-based industries has improved the outlook for manufacturers of mining and 
construction machinery. Overall growth in the industry will slow as business investment 
moderates over the medium term. 


The scientific equipment industry supplies a broad range of products in computer-based 
control, automation, monitoring and supervisory systems used in industry. The majority of 
Canadian-owned instrumentation companies are competitive in export markets within narrow 
product and technology niches because of their relatively small size, low overhead costs, 
Shorter delivery times and flexibility. Over the medium term, growth is expected to be 
comparable to that of the manufacturing sector as a whole. 


Exports to the United States have played an important role in Ontario’s office furniture 
industry. In general, the industry is competitive with United States producers in terms of 
design, quality and service. Until recently, higher domestic production costs have been 
offset by favourable exchange rate movements. Growth is forecast to exceed the 
manufacturing average to 1993. 


Intermediate Products 


Intermediate products include non-metallic minerals, fabricated metals, chemicals, plastics, 
commercial printing and petroleum refining. The sector is oriented toward domestic 
business activity, although in some industries trade is significant with northern states. 
Intermediate products constitute 27 per cent of manufacturing production in Ontario. 


In recent years, intermediate products industries have benefitted from the continued Be 
expansion of the economy. Excluding petroleum refining, which has been affected by sales 
of fuel-efficient automobiles, real shipments in this sector have increased 19 per cent since 
1985, significantly faster than the 13 per cent for manufacturing as a whole. Recent 
growth in profits, industry modernization and export-oriented restructuring provide the basis 
for continued growth in intermediate products industries averaging 3.1 per cent annually 
through 1993. 
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Recent rapid growth in non-metallic minerals (primarily cement and concrete) is expected 
to moderate over the 1990-1993 period as growth in residential construction slows. The 
cement industry is successful in exporting to the United States due to market accessibility, 
insufficient capacity in border states and access to limestone, water transportation and low- 
cost electricity. Elimination of United States tariffs on concrete products over the next five 
years will allow Ontario producers to take advantage of substantial economies of scale and 
cost Savings in this capital-intensive industry. 


The strong growth in shipments of fabricated metal products has slowed since 1987. 
Output has been supported by the buoyant construction and automotive sectors and 
substantial increases in machinery and equipment investment. Over the forecast period, 
annual growth will exceed three per cent. Growth in industry segments dependent on 
housing construction will moderate over the forecast period as the growth of residential 
construction declines. 


The chemical industry is benefitting from global restructuring, increased business 
investment and rising demand. The appreciation of the Canadian dollar over the past year 
has exerted competitive pressure on some firms. Following a period of restructuring 
through 1990, growth is expected to resume over the longer term. 


Over the medium term, growth in plastics output will slow. In addition to a return to 
more normal demand growth, technological innovations in packaging and recycling will 
continue to affect the market for plastic packaging. 


Since 1985, commercial printing has been growing at 5.9 per cent annually. In 1987 
Ontario exported 31 per cent of shipments and accounted for 53 per cent of Canadian 
exports. The outlook is for slower growth over the forecast period as business activity 
moderates. 


Demand for petroleum products will grow modestly reflecting the impact of conservation, 
efficiency improvements and substitution of alternative fuels. 


Consumer Products Industries 


This group includes food processing, beverages, textiles and apparel, consumer-related 
printing and publishing, consumer appliance industries, and household furniture. 


Consumer spending on these goods has increased by less than consumer spending on other 
items such as recreation, education, transportation, automobiles and housing. As a result, 
the share of consumer spending on consumer products has declined from 42 per cent in 
1970 to 35 per cent in 1987. In addition, domestic producers are slowly losing market 
share to importers. 


The Ontario food processing sector is expected to continue to grow slowly along with 
population growth in its primary markets in Ontario and the rest of Canada. Stiff import 
competition is limiting growth in the fruit and vegetable processing industry. Specialty 
food processors are showing rapid growth as many firms have successfully developed 
markets for high value-added products such as convenience foods. 
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The beverage industry will show only slight growth marked by the quickly expanding soft 
drink industry and the slower growing beer industry. Continued market softening is 
expected for the spirits and wine industries. 


Following significant restructuring in recent years, production in the tobacco manufacturing 
industry is forecast to decline modestly over the medium term. 


Growth in the Ontario textile and clothing industries is expected to slow and is dependent 
on the industries’ success in a narrow range of products geared mainly to North American 
markets. The textile industry faces slower demand from the home furnishings market in 
the medium term. Competition from imported textiles may become stiffer if the federal 
International Trade Tribunal reduces tariffs on foreign products. If enacted, lower tariffs 
on textiles would benefit the clothing industry, which nevertheless is facing slower 
consumer demand and strong competition from low-wage countries in the medium term. 


In contrast to most consumer products industries, consumer printing and publishing has 
been growing quickly. As the tariff protection that printing and publishing has enjoyed 
will lessen in the future, companies are undertaking major restructuring actions, including 
rationalization and mergers. In the medium term, growth is expected to slow but to remain 
above the average for consumer products. Demand for reading materials will continue to 
grow, and Canadian printing industries are finding niche markets in Canada and the United 
States that large-scale firms in the United States cannot effectively serve. 


The housing boom, increased personal income and the novelty of microwave ovens have 
generated a mini-boom in consumer appliance products in the last several years. The 
industry is expected to enter a period of much slower growth as housing construction levels 
off and demand for consumer appliances becomes saturated. Moreover, Canada will have 
to compete with United States plants which in many cases are more specialized and have 
larger production scales. 


After several years of growth based largely on the housing boom, the household furniture 
industry will likely slow down starting in 1990. Canadian household furniture firms are 
less automated than their United States counterparts. Some are more competitive in market 
segments where design rather than price is the customer’s main concern. 


Construction 


The construction industry has been one of the Strongest performers during the current 
economic expansion. The industry has benefitted from the Strong demand for housing and 
from commercial and industrial projects. 


During 1989 activity has begun to moderate. Growth in business investment and housing 
has been weaker than in 1988. Commercial, institutional and industrial starts have 
declined. There has been a slowdown in major new capital investment announcements to 
offset the completion of large automotive, nuclear, and commercial projects. In 1990, real 
Output in the construction sector will decline slightly. 
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Over the medium term, performance in the construction sector is expected to match that of 
the economy as a whole. Construction activity will benefit from the anticipated return to 
stronger economic growth and from a stabilization in housing starts. 


Utilities 


The utilities sector will be restrained by the general slowdown in housing construction but will 
grow in line with the overall economy in 1990. Over the medium term, efforts directed at 
energy conservation and environmental protection will have a moderating influence on this 
sector. 


Investment by Ontario Hydro, which dominates activities in the electricity sector, will decrease 
in 1990 and 1991 and will increase marginally in 1992. This investment pattern reflects the 
completion of the four-unit Darlington nuclear generating station and major transmission 
projects in Southwestern and Eastern Ontario. The decline in investment in the electricity 
sector may be offset by higher investment in natural gas pipeline and compression facilities 
to accommodate increasing gas exports to the United States via Ontario. 


Service Sector 


The service sector accounts for approximately 60 per cent of total provincial output and 
nearly 70 per cent of employment. Service activities include transportation and 
communications; wholesale and retail trade; banking and insurance; health care; education; 
services to business management; and public administration. 


In recent years, growth of service sector output has been roughly comparable to the growth 
of output in the goods-producing sector. However, service sector industries are less cyclical 
than goods-producing industries. As the economy continues to experience decelerating 
growth in 1990, service sector output growth is expected to be stronger than Output growth 
for the goods-producing industries. Over the 1991-1993 period, service sector Output 
growth is expected to lag behind growth in the goods sector of the economy, as consumer 
spending on services is expected to be adversely affected if the GST is enacted as 
proposed. 


Over the medium term, the share of overall employment attributable to the service sector is 
expected to continue growing, although not as rapidly as during the past decade. Factors 
constraining more rapid employment growth in services include the imposition of the 
proposed GST and the difficulty in recruiting entry-level workers. 


The effect of the proposed GST is not expected to be uniform across the service sector. 
Sectors which have been most lightly burdened by the manufacturer’s sales tax on their 
purchased inputs and which will now bear the GST will be hardest hit, along with their 
suppliers. These would include the tourism and hospitality industries; amusement and 
recreational services; accounting, law, and investment counselling services to individuals; 
and personal services such as hairstyling, cleaning, and household services. 
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SERVICE SECTOR SHARE OF EMPLOYMENT AND NEW JOBS 
1985-1989 


EMPLOYMENT SHARE 1989* NEW JOBS CREATED 
1985-1989* 


Service Sector 69.2% 


Ail Other Sectors 
21.2% 


All Other Sectors 30.8% 


* January through September. 


Source: Statistics Canada. 


Financial Services 

The financial services sector includes the banking, trust, brokerage and insurance industries. 
Activity has been strong over the past four years, with employment levels rising by more 
than 25,000. This sector has encountered a number of challenges, including the October 
1987 stock market crash; growing debt levels, particularly among consumers and Third 
World countries; and the need to restructure and change strategies in response to increased 
competitive pressures and regulatory reform. Over the forecast period, performance in 
financial services is expected to be strengthened by the introduction of new financial 
products and innovations and continued productivity growth. Real output growth in 
financial services is expected to exceed that of the overall service sector. 


The financial services sector will be largely exempt from the proposed GST. Financial 
services such as lending money, issuing life insurance, or underwriting equities will not be 
Subject to the tax. However, the inputs that financial institutions use in providing exempt 
services will be taxable, and financial institutions will not be able to claim offsetting input 
tax credits since they will be considered to be the final consumers of these inputs. This 
will increase costs and may weaken the international competitive position of many 
Canadian financial institutions. 


Business Services 

The business services sector includes computer, accounting, advertising, personnel, 
architectural, engineering, legal and management consulting activities. It is an important 
producer of intermediate input services which are used in the further production of goods 
and services. Nearly nine per cent of employment in the service sector is attributable to 
the business services component. Since 1985, the business services sector has enjoyed the 
fastest employment growth rate among all sub-groupings within the service sector. 
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Ontario’s Position in a Changing World Economy 


The International Context 


The past decade has witnessed a strengthening in the ties between Ontario’s economic 
performance and developments at the global level. The reality of expanding global 
interdependence is reflected in the growth of Ontario’s trade and investment flows. These 
have extensive implications for Ontario’s economic performance. 


Some of the international forces affecting the province include: 


* the impressive economic success of Japan and the Newly Industrialized Economies 
(NIEs), increasing the competitive pressure on key Ontario industries: 


* rapid shifts in the development and diffusion rates of new technology; 


* the globalization of world financial markets, reducing national flexibility in setting 
monetary policy; and 


* the increasingly pivotal role of large multinational corporations in coordinating 
production, research spending and intra-industry trade. 


The Canada-United States Free Trade Agreement provides a new framework for trade 
between the two countries, including the phase-out of tariffs over the next decade. The 
agreement provides for further negotiations to develop a new set of trade rules governing 
anti-dumping and subsidy-countervail actions. It also establishes a Select Auto Panel to 
study prospects for the North American motor vehicle industry. While evidence of the 
agreement’s overall effect is not yet available, United States actions in 1989 against 
Canadian producers of pork and steel rail confirm that the agreement has not substantially 
increased Canada’s security of access to the United States market. 


At the multilateral level, negotiations at the Uruguay Round of the General Agreement on 
Tariffs and Trade (GATT) are scheduled for completion at the end of 1990. They seek to 
liberalize world trade further and to extend international trade rules to agriculture, services 
and the protection of intellectual property such as copyright and patents. 


The European Community is moving towards completion of a single internal market. By 
1992, most of the existing barriers to the movement of goods, persons and capital between 
the twelve member states are expected to be phased out, creating a single market of 320 
million people. 


Ontario’s International Trade 


Ontario’s exports as a share of GDP surpass those of each of the Group of Seven 
countries. At the same time, Ontario is less dependent on international commerce than 
some European Community nations such as Belgium. 


In 1988, 32 per cent of Ontario’s exports went to other provinces while 68 per cent were 
international exports. Over the decade, Ontario’s international exports have grown faster 
than its interprovincial exports. 
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EXPORTS AS A SHARE OF GDP, 1988 


Ontario Germany Canada U.K. France Italy Japan 


Source: OECD, Statistics Canada and Ontario Ministry of Treasury and Economics. 


Ontario exporters continue to rely heavily on the United States market, which purchased 86 
per cent of the province’s international exports in 1988. Since the early 1980s, the share 
of Ontario’s exports directed along north-south lines has increased. The United States is 


also the principal supplier of Ontario imports, accounting for three-quarters of Ontario’s 
imports in 1988. 


MAJOR EXPORT MARKETS, 1988 
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Source: OECD Monthly Statistics of Foreign Trade. 
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The automotive sector, which accounted for almost half of exports from the province in 
1988, dominates Ontario’s trade in manufactured goods. Ontario’s Strength in this sector 
has coincided with a remarkable expansion of world trade in motor vehicles. International 
Shipments of cars and trucks have grown by an average of ten per cent per year since 
1982, and Ontario holds a significant share of the global market. 


Ontario’s leading exports of high-technology goods are office equipment and 
telecommunications equipment. World trade in these two areas has grown even more 
rapidly than in autos, expanding at an average annual rate of more than 15 per cent since 
the early 1980s. However, Ontario’s share of the world market for these products is 
comparatively small. 


Ontario’s world market share is much larger for resource-based exports such as iron and 
steel, ores and other metals and mineral products. World demand for these commodities 
has grown slowly since 1982. Ontario producers continue to face strong competition from 
mineral and metals producers in the developing countries. Excess Capacity remains in the 
steel industry in both developed and developing countries. 


ONTARIO’S SHARE OF WORLD EXPORTS, 1987 


BS 
Automotive 
Products 
Puip and 
Paper 


Non-Ferrous 
Metals 


Ores and Office and 
Minerals Telecomm. 
Equipment 


Ontario Share of Worid Exports, 1987 


lron and 
Steel } Chemicals 


Food Textiles 


(5) 0 5 10 15 20 % 
Average Annual Growth of World Exports, 1982-1987 


Note: Size of circle is proportional to Ontario exports. 
Source: GATT and Statistics Canada. 


International Comparisons 


Recently the World Economic Forum and the IMEDE, two Swiss-based organizations, 
released a report on the economic potential and competitive status of a number of 
industrialized countries." Canada, along with Japan, Switzerland, and the United States, 


1 World Economic Forum and the Intemational Management Development Institute, The World Competitiveness Report, 1989. 
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was ranked among the most attractive countries as a location for economic activity. 
Compared to an earlier survey, Canada showed improvements in the macroeconomic and 
business environment and in industrial efficiency, while continuing to face challenges in its 
ability to innovate and to adapt to international trends. While the report does not rank 
individual provinces, the results for Canada reflect favourably on Ontario as the leading 
province in manufacturing and finance. 


Ontario’s attractiveness as a location for both existing business and new enterprises is 
affected by a number of economic factors, including: 


* location in the North American market; 
e labour compensation; 

* capital investment and productivity; 

¢ industrial R and D effort; and 

* energy costs. 


Location in the North American Market 

Ontario manufacturers have a strong locational advantage within the Canadian market. The 
Ontario economy itself is the largest in Canada and is centrally located. The advantage is 
even stronger for investment goods and intermediate products manufacturers, who have 
access to a concentrated client base: 53 per cent of Canadian manufacturing activity is in 
Ontario. 


Ontario is also favourably positioned with respect to the United States market, with ready 
access to both the United States midwest and the United States Atlantic seaboard. 
Toronto’s one-day trucking access to consumer markets in North America exceeds that for 
any major city. As well, the Oshawa-to-Windsor corridor ranks favourably as a just-in- 
time location for industries such as auto parts. 


TOTAL HOUSEHOLD INCOME WITHIN 400 MILES 
OF SELECTED URBAN CENTRES, 1988 
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Source: Compusearch Market and Social Research Limited and Ontario Ministry of Treasury and Economics. 
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Labour Compensation 

During 1989 the exchange rate has been close to 85 cents U.S. At this level, Ontario’s 
hourly compensation for production workers remains comparable to that in most of the 
Great Lakes states, but is higher than in states such as New York and Massachusetts. 
Ontario would rank third in labour costs, behind Tennessee and Quebec, if the exchange 
rate were to return to the 80 cent level. 


HOURLY MANUFACTURING COMPENSATION 
ONTARIO, QUEBEC AND SELECTED STATES, 1988 
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Source: Statistics Canada and U.S. Bureau of Labor Statistics. 


Labour compensation includes both wages and benefits. In the United States a major 
benefit is health care, with employers’ average medical care premiums per worker now at 
$3,117 U.S. or 13.6 per cent of payroll compared to $1,453 U.S. or 7.9 per cent of payroll 
in 1984. By comparison, Ontario’s Employer Health Tax will range from 0.98 to 1.95 per 
cent of payroll. 


Capital Investment and Productivity 

Ontario manufacturers face a disadvantage compared to their United States competitors 
because interest rates, especially short-term rates, are higher in Canada. These rates 
discourage capital investment. 


Canada’s short-term real interest rates are among the highest of the G-7 countries. As a 
result, borrowing has been discouraged and domestic demand has been dampened. The 
differential between Canadian and United States short-term real rates has risen over the 
past year to about three percentage points. 
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SHORT-TERM INTEREST RATES 
IN THE G-7 COUNTRIES, OCTOBER 1989 
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Source: The Economist. 


During the 1980s new capital investment per worker in Ontario, expressed in common 
currency, has been lower than in the United States. This reflects lower United States 
interest rates, a more severe cutback in the United States manufacturing labour force in 
basic industries, and investment related to increasing United States defence production. 
Despite these disadvantages, the rate of growth in Ontario’s manufacturing investment has 
outpaced that of the United States since the mid-1980s. 


CAPITAL EXPENDITURES PER WORKER IN MANUFACTURING 
1980-1988 


S 
12,000 


10,000 
8,000 


6,000 


Ontario 


4,000 


2,000 
1980 1982 1984 1986 1988 


Source: Statistics Canada and Wharton Econometric Forecasting Associates. 
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MANUFACTURING INVESTMENT 
1980-1988 
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While labour productivity depends on many factors, including skills and technical 
innovation, productivity improvement is closely linked to increased Capital investment. 
Between 1975 and 1988, the real capital stock per worker in Ontario manuiacturing rose 29 
per cent, closely tracking the 31 per cent increase in labour productivity. 


PRODUCTIVITY AND CAPITAL EMPLOYED PER WORKER 
ONTARIO MANUFACTURING 
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During the past few years, capital investment in manufacturing has been shifting from 
construction to machinery and equipment: the latter now makes up 85 per cent of total 
investment. There has been a dramatic shift within machinery and equipment investment 
towards high-technology equipment such as numerically-controlled machine tools, computer- 
assisted design, and computer-assisted manufacturing Systems. 


MACHINERY AS A SHARE OF CAPITAL EXPENDITURES 
IN MANUFACTURING 
ay 1975-1989 $8 


85 


Machinery (left scale) 


80 


Automated Processing Equipment 


75 (right scale) 


70 
1975 1978 1981 1984 1987 


Source: Statistics Canada. 


Industrial R and D Effort 

Although Ontario leads Canada in research and development performance, it lags when 
compared to most competing states. This is true both for R and D performed by industry 
and for total R and D. 


The technological position of Ontario firms is Stronger than an examination of aggregate 
R and D statistics alone might suggest. Some Canadian-owned firms approach or even 
exceed the R and D efforts of their competitors in the United States. Foreign-owned firms 
generally perform less R and D in Canada than either Canadian-owned firms or firms in 
the United States in the same industry, but their competitiveness is strengthened by 
technology transfer from their parent corporations and other international affiliates. In 
some cases, however, technology is transferred only with a lag. 
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RESEARCH & DEVELOPMENT PERFORMANCE 


ONTARIO, QUEBEC AND SELECTED STATES, 1987 
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Source: Statistics Canada, U.S. National Science Foundation, U.S. Department 
of Commerce and Ontario Ministry of Treasury and Economics. 


Energy Costs 
Ontario industry has enjoyed a competitive advantage in its overall energy costs compared 
to the United States. With the deregulation of oil and natural gas markets, prices of these 


commodities vary little among neighbouring jurisdictions. Electricity continues to be a 
source of cost-competitiveness for Ontario. 


MONTHLY INDUSTRIAL ELECTRICITY BILL, JULY 1989 
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ONTARIO FISCAL REVIEW 


Revenue Profile* 


As of September 30, 1989, it is estimated that 1989-90 Provincial revenues will amount to 
over $40.7 billion. This section provides a brief overview of Ontario’s revenue structure 
and describes some key characteristics. 


Composition of Provincial Revenues 


The Province’s revenue sources include taxation, transfer payments from the federal 
government and other budgetary revenue. 


The three major taxation sources -- personal income tax, retail sales tax and corporations 
tax -- will contribute approximately 64 per cent of estimated 1989-90 budgetary revenue. 
Taxation of gasoline and diesel fuels will contribute a further 4 per cent. In total, 74 per 
cent of 1989-90 revenue will be raised through taxation. 


Transfer payments from the federal government will account for 13 per cent of 1989-90 
revenue, a decline from 19 per cent of revenues in 1979-80. 


Other revenue sources include fees and licences, LCBO profits, interest on investments and 
lottery profit revenue. These sources will contribute 13 per cent of this year’s revenue. 


The following chart shows the Ontario budgetary revenue structure. 


* All Ontario revenue figures for 1989-90 are based on the September 30, 1989 Ontario Finances. 
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COMPOSITION OF ONTARIO BUDGETARY REVENUES 
1989-1990* 
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Recent Developments in Revenue Policy 


Canadian Tax Reform 


The federal government has announced its intention to proceed with the implementation of 
a new federal sales tax. The new federal Goods and Services Tax (GST) is scheduled to 
take effect on January 1, 1991 as outlined in a technical paper released August 8, 1989. 
The federal proposal has significant implications for Ontario’s economy, social programs 
and fiscal position. The federal proposal is still under review and Ontario feels it is 
important that the federal government consult with the provinces as the details become 
finalized. 


Health Care Financing Reform 


The fundamental principle of Ontario’s health care system is to provide all Ontarians with 
universal access to quality health care. In 1989-90, Ministry of Health expenditures will 
total $13.9 billion, an increase of 10.7 per cent over 1988-89. As a share of total 
Provincial spending, the Ministry of Health accounts for 33 per cent, up from 28 per cent 
a decade ago. 


As will be indicated in the Expenditure Profile section on health care, health care 
expenditures have increased at an average annual rate of 12.5 per cent from 1979-80 to 
1989-90. Over the same period, revenues from Ontario Health Insurance Premiums (OHIP) 
have increased at an average annual rate of 5.6 per cent. 


In 1984-85, OHIP premiums funded 19 per cent of total health care costs. For this fiscal 
year, OHIP premiums would have represented 13 per cent of health care expenditures. If 
no action had been taken, OHIP premium revenue would have continued to decline as a 
percentage of total health care costs. 


At the same time, the federal government has reduced its Support for health care under 
Established Programs Financing. Contributions have declined by a total of approximately 
$3 billion over the past three years. The steady decline of OHIP premiums as a share of 
health care costs, in combination with federal government retrenchment in the funding of 
health care, has placed an increased pressure on the Province to fund health care programs 
from other revenue sources. 


OHIP premiums, despite several steps taken in recent years to broaden the scope of 
premium assistance, impose an unfair burden on lower income groups. The Social 
Assistance Review Committee recommended that OHIP premiums be abolished, as this 
would greatly improve access to health care, particularly preventive health care, for many 
low-income people. 


This need was recognized by the Government in 1985 when a commitment was made to 
eliminate OHIP premiums. In keeping with the 1985 promise, the 1989 Ontario Budget 
announced that, effective January 1, 1990, OHIP premium payments will be eliminated and 
replaced by revenue from the new Employer Health Tax (EHT). 


The elimination of OHIP premiums represents a $1 billion benefit to individuals and 
families in 1990. Those who pay premiums directly and those who pay all or a portion of 
premiums through group plans will realize $550 million in premium savings. Those with 
employer-paid premiums will realize $450 million in personal income tax reductions, as 
employer-paid premiums are a taxable benefit subject to personal income tax. 


Historically, the funding for health care has been shared by people and employers. Each 
realizes benefits from Ontario’s quality health care system. To maintain balance in the 
funding of health care, Ontario’s personal income tax rate will be increased by one 
percentage point, beginning January 1, 1990. Relative to premiums, use of the personal - 
income tax system represents a more progressive method of funding Ontario’s health care 
system. 


To assist low-income groups, an additional 50,000 people will benefit from an enrichment 
to the Ontario Tax Reduction program. In total, 365,000 low-income individuals liable for 
basic federal income tax will be exempt from Ontario personal income tax and another 
195,000 will benefit from reduced Ontario personal income tax. 
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The EHT will ensure that all employers contribute to the funding of health care. This is a 
more reasonable approach than the current patchwork that has many employers paying all 
premiums for their employees and others contributing nothing at all. 


The EHT will be applied to employers’ total Ontario remuneration, which includes gross 
wages and salaries, bonuses, commissions and taxable benefits. The general EHT rate will 
be 1.95 per cent of the employer’s Ontario payroll. In recognition of their unique 
circumstance, small employers with annual payrolls not exceeding $200,000 will be eligible 
for a special half-rate of 0.98 per cent. Employers with annual payrolls from $200,001 to 
$400,000 will be eligible for graduated rates between 0.98 per cent and 1.95 per cent. 
Employers with annual payrolls not exceeding $400,000 will be eligible to remit EHT 
payments quarterly instead of monthly. The option of quarterly remittances will be 
available to about 85 per cent of employers in Ontario, and will provide them with greater 
cash flow flexibility and reduced administration and compliance costs. 


Employers with annual payrolls exceeding $400,000 will be required to remit their first 
instalment in January 1990, based either on the payroll of the previous month or estimated 
January payroll. Employers with annual payrolls not exceeding $400,000 will be able to 
remit their first payment in April 1990 for the payroll of the previous three months. 


The EHT is estimated to fund about 16 per cent of total health care costs and will generate 
about $2.1 billion in net revenue for health care on a full-year basis. 


The EHT is estimated to increase the net costs for business by about $553 million on a 
full-year basis. Employers paying OHIP premiums on behalf of their employees will 
benefit from the elimination of premiums. Employers subject to income tax will be able to 
reduce their income tax, as EHT will be deductible for income tax purposes. 


The combination of OHIP premiums and EHT revenue will yield an estimated $1,790 
million to the Province in 1989-90. This represents an increase of only 2.6 per cent over 
last year’s OHIP premiums, which provided $1,745 million. 


Transportation Capital Financing Plan 


The 1989 Ontario Budget introduced a number of measures to provide for the new 
Transportation Capital Program, which will provide $2 billion over five years to improve 
and expand the existing transportation network. 


The Commercial Concentration Tax (CCT), which will be effective as of January 1, 1990, 
imposes a tax of $1 per square foot on office buildings, shopping centres, freestanding 
retail outlets and hotels in the Greater Toronto Area that have gross areas in excess of 
200,000 square feet. The first 200,000 square feet of these structures will be exempt. In 
addition, the CCT will be levied on the total square footage of all commercial paid public 
parking lots and garages, regardless of size. 


ABO... 


The rate of tax on gasoline and diesel fuel was increased by one cent per litre. The tax 
on gasoline will increase an additional one cent per litre on January 1, 1990. 


Passenger motor vehicle registration fees were increased from $54 to $66 in Southern 
Ontario and from $27 to $33 in Northern Ontario. Fees were increased a further $24, toa 
total of $90, for residents of the Greater Toronto Area. 


Environmental Initiatives 


The 1989 Ontario Budget introduced a number of new initiatives to help support the 
Government’s environmental programs. The Budget provided a 16.4 per cent increase in 
funding for the Ministry of The Environment over the previous year. 


A tax of $5 was imposed on the purchase of each new pneumatic tire, including each new 
tire purchased as part of a vehicle. Very small tires, such as bicycle tires and those used 
for home and garden equipment (e.g., tires for wheelbarrows, lawn mowers and roto- 
tillers) are exempt. 


A tax was also imposed on the purchase of new fuel-inefficient passenger cars -- those 
with highway fuel consumption ratings of 9.5 litres per 100 kilometres or greater. The tax 
increases as a car’s fuel efficiency decreases. Tax levels of $600, $1,200, $2,200 and 
$3,500 apply to four classes of fuel-inefficient cars. 


A disposal charge of five cents, including 12 per cent Retail Sales Tax, will be applied on 
all beverage alcohol containers for which there is no deposit or recycling system. 


The 1989 Budget applied the Retail Sales Tax to pesticides and fertilizers. Purchases by 
farmers are still exempt. 


In order to promote environmentally safe production processes, the Current Cost 
Adjustment under the corporate income tax was expanded to include air and water 
pollution control equipment. 
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Description of the Major Taxation Sources 
Personal Income Tax 


Under the terms of the Tax Collection Agreement between the Government of Canada and 
the Government of Ontario, the federal government collects and administers the Ontario 
Personal Income Tax on behalf of the Province. The federal government determines the 
tax base by establishing the definition of taxable income. Basic Federal Tax is calculated 
by applying the federal marginal tax rate structure to the taxable income base and 
deducting specified non-refundable credits. Federal tax payable is then determined by 
applying federal surtaxes and deducting federal credits. 


The diagram below illustrates the calculation of federal and Ontario personal income tax 
payable. 


THE PERSONAL INCOME TAX SYSTEM 


Federally-Determined Base 


* Total Income (Sum of Taxable Sources) 
Subtract: Deductions 


- Net Income 
Subiract: Deductions From Net Income 


* Taxable Income 
* Apply Federal Marginal Tax Rates 


* Subtract: Personal and Other Non-Refundable 
Tax Credits 


Basic Federal Tax 


Federal 


* Add Surtaxes 
* Subtract Credits 


Ontario 


* Apply Single Rate 
* Add Surtax 

* Subtract Tax Reduction 
* Subtract Credits 


Federal Tax Payable Ontario Tax Payable 


The federal marginal tax rates for 1989, including both the general federal surtax and the 
high-income federal surtax, range from 17.68 per cent on taxable income in the lowest tax 
bracket to 30.60 per cent on taxable income in the highest tax bracket. 


Basic Ontario Income Tax is defined as a percentage of Basic Federal Tax. For 1989, 
based on a statutory rate of 52 per cent of Basic Federal Tax, Ontario’s personal income 
tax rates on taxable income range from 8.84 per cent to 15.08 per cent. The statutory rate 
will be increased to 53 per cent in 1990. The Provincial tax rate structure for 1989 is 
shown in Table 1. In addition, a surtax of 10 per cent is applied to Basic Ontario Income 
Tax in excess of $10,000. The Ontario surtax increases the top Ontario marginal tax rate 
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to 16.59 per cent, and in conjunction with the high-income federal surtax yields a top 
combined federal and Ontario marginal tax rate of 47.18 per cent. At the other end of the 
income scale, the Ontario Tax Reduction program eliminates Ontario income tax payable of 
$150 or less, for low-income taxpayers. Ontario income tax accounts for roughly one- 
third of an individual’s total income tax. 
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Federal and Ontario Marginal Personal Income Tax Rates, 1989 Table 1 
SO ee ee eS ee ee eee 
Basic Combined 
Federal Federal Ontario Federal/Ontario 
Taxable Income Rate PIT Rate* PIT Rate** PIT Rates 
$ % % % % 
Up to 27,803 17.0 17.68 8.84 26.52 
27,804 - 55,605 26.0 27.04 13.52 40.56 
Over 55,605 29.0 30.16 15.08 45.24 
= Includes the general federal surtax only. 
** Does not include the Ontario Tax Reduction or the Ontario surtax. 
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With a few exceptions, such as social assistance payments and lottery winnings, all sources 
of personal income are subject to tax. Deductions and non-refundable tax credits are 
provided for certain personal and income-earning expenses. Provisions in the personal 
income tax system also support investment and saving for retirement, as illustrated in the 
section on tax expenditures.* Appendix I highlights the major tax expenditures for these 
and other activities. 


The Province provides special programs to relieve tax burdens on low-income Ontarians. 
Under the Ontario Tax Reduction program, 330,000 low-income taxfilers will pay no 
Ontario income tax this year. There is no comparable federal tax reduction for low- 
income taxpayers. In addition, Ontario provides refundable property and sales tax credits 
through the Ontario Tax Credit (OTC) program. 


Corporations Taxes 


The Province of Ontario levies the following taxes specifically on the corporate sector: 
Corporations Income Tax, Capital Tax and Insurance Premiums Tax. Mining companies 
are also subject to the Mining Tax. In addition, upon legislative approval, the Employer 
Health Tax (EHT) and Commercial Concentration Tax (CCT) will be levied in 1990. 


The largest source of corporations tax revenue is the corporate income tax. Ontario sets its 
own corporate income tax base and rate structure for corporations located in the province. 
Alberta and Quebec also administer their own corporate income tax. All other provinces 


* Tax expenditures are specific incentives in the tax structure that reduce the normal amount of tax 
paid to a lower or zero amount. The value of a tax expenditure is calculated as the revenue 
foregone. 
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have entered into corporate Tax Collection Agreements with the federal government. Tax 
is imposed on gross corporate revenues earned in the taxation year less allowable expenses. 
Various corporate activities and investments receive special treatment through lower rates or 
accelerated deductions. The estimated cost of these measures is listed in Appendix I. 


The 1989 general corporate income tax rate is 15.5 per cent of taxable income. Income 
from manufacturing and processing operations, mining, logging, farming and fishing is 
taxed at the rate of 14.5 per cent. The 1989 small business tax rate in Ontario is 10.0 per 
cent. 


All corporations in Ontario, with the exception of insurance companies, are required to pay 
capital tax based on their paid-up capital. Small corporations with taxable capital under 
$2 million either qualify for an exemption or pay tax at reduced rates. All larger 
corporations must pay tax on capital employed, regardless of income tax paid. The capital 
tax ensures that a minimum amount of corporations tax is paid by all large Ontario 
corporations. Insurance companies pay insurance premium tax based on the amount of 
insurance premiums received in respect of Ontario policies. The recently announced 
Ontario Motorist Protection Plan will eliminate the insurance premium tax currently 
imposed on insurers for personal-use automobile premiums written in Ontario. 
Implementation of the Plan is scheduled for 1990. Capital taxes and insurance premium 
taxes are deductible expenses for federal and Ontario corporate income tax purposes. 


Retail Sales Tax 


The Retail Sales Tax is payable on the sale of most goods and on certain services. The 
tax is calculated as a specific percentage of the retail price to the consumer. The general 
Retail Sales Tax rate is 8 per cent. Three other rates apply to specific goods and services: 
5 per cent on transient accommodation; 10 per cent on admission fees over $4 and 
beverage alcohol products sold at licensed establishments; and 12 per cent on beverage 
alcohol products sold at retail outlets. 


A number of goods are specifically exempt from the Retail Sales Tax. Exempt items 
include: groceries; energy used for heating, cooking and lighting; children’s clothing; 
footwear costing $30 or less; prescription drugs; specified reading material; and production 
machinery and equipment. Most services are excluded from the Retail Sales Tax base. 
The major Retail Sales Tax expenditures are listed in Appendix I. 


The Province determines both the Retail Sales Tax base and rates. Registered vendors 
collect the tax as agents of the Province and remit it to the Government. 


Motive Fuel Taxes 


Ontario levies tax on motive fuels purchased in Ontario under the authority of two Acts: 
the Gasoline Tax Act and the Fuel Tax Act (1981). Certain non-conventional fuels such as 
natural gas, alcohol (used alone or blended with another fuel) and other manufactured gases 
are exempt. As well, fuels used for heating and cooking and for off-road use in farming, 
commercial fishing and for industrial, commercial and institutional purchases qualify for 
exemption or full rebate of tax. Fuel taxes are levied on a per litre basis. 
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The Provincial tax on unleaded gasoline is 10.3 cents per litre and on leaded gasoline is 
13.3 cents per litre. On January 1, 1990 these rates will increase by one cent per litre, to 
11.3 cents per litre for unleaded gasoline and 14.3 cents per litre for leaded gasoline. It 
should be noted that sales of leaded gasoline will end on December 1, 1990. 


Propane used to power licensed motor vehicles is subject to a tax of 2.3 cents per litre, 
increasing to 4.3 cents per litre on January 1, 1990. 


All aviation fuels purchased in Ontario are subject to a tax of 2.1 cents per litre. 


Diesel fuel purchased in Ontario for use in licensed on-road motor vehicles is subject to a 
tax of 10.9 cents per litre. A system of colouration is in place to distinguish diesel fuel 
sold for exempt purposes, such as farming. 


A tax of 3.4 cents per litre is applied to diesel fuel used to power railroad locomotives. 
This tax is based on fuel use in Ontario and is allocated by applying the ratio of Ontario 
distance travelled to total distance travelled against total fuel purchased. 


Per Point Yields 


Table 2 shows the 1989-90 estimated average revenue yield of selected taxes on a per 
point basis. The estimated yields are based on a full year’s revenue and in each case the 
tax points relate to a specific base and unit of tax, such as percentage point of tax or per 
litre of gasoline. For example, one percentage point of the Retail Sales Tax at the general 
Tate is estimated to yield approximately $1 billion. 
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Estimated Average Per Point Yield, 1989-90 Full-Year 


($ Million) 


Table 2 
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Retail Sales Tax (RST) 
8% - General 
5% ~- Transient Accommodation 
10% - Alcohol (Licensed Establishments) 
and Admission Fees 
12% _ ~- Alcohol (Retail Outlets) 


All RST rates 


Personal Income Tax (PIT) -52% of Basic Federal Tax 
Ontario (PIT) Surtax 


Corporate Income Tax (CIT) 
15.5% - General 
14.5% ~- Manufacturing and Processing, 
Mining, Fishing, Logging and Farming 
10% - Small Business 


All CIT rates 
Capital Tax 
Tobacco Tax (Cigarettes) 


Motive Fuel Taxes 
Gasoline and Aviation Fuel 
Road and Rail Diesel 


All Fuel tax rates 
Employer Health Tax (0.98-1.95%) 


Land Transfer Tax (LTT) 
0.5 % on first $55,000 
1.0% between $55,000 and $250,000 
1.5% over $250,000 


2.0% above $400,000, Single Family Dwellings Only 


All LTT rates 


Note: See text for interpretation of these data. 
Source: Ontario Ministry of Treasury and Economics. 


per percentage point 
per percentage point 


per percentage point 
per percentage point 
per percentage point 


per percentage point 
per percentage point 


per percentage point 
per percentage point 
per percentage point 
per percentage point 


per 1/10 point 


10¢ per pack of 20 


1¢ per litre 
1¢ per litre 


1g per litre 


per 1/10 point 


per 1/10 point 
per 1/10 point 
per 1/10 point 
per 1/10 point 


per 1/10 point 
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Interprovincial Tax Rate Comparisons 


Interprovincial tax rate comparisons must be viewed with caution. Differences in taxable 
bases are particularly important in interprovincial comparisons and are best illustrated by 
comparing the application of the Retail Sales Tax. Significant interprovincial differences in 
Retail Sales Tax exemptions exist for clothing, footwear, prepared food products, heating 
fuels and electricity, and transient accommodation. Interprovincial differences also exist in 
the corporate income tax treatment of various activities. or example, as an incentive for 
research and development, Ontario provides an extra deduction called the Super Allowance 
while Quebec provides tax credits. In the personal income tax area, some provinces apply 
tax reductions, credits, flat taxes, or surtaxes which affect both marginal and effective tax 
rates. 


Corporations Income Tax 


As illustrated in the following chart, Ontario’s general and small business Corporations 
Income Tax rates are comparable with those in most Canadian provinces. Corporations 
Income Tax is only one element of the composite Ontario corporate tax burden. Capital 
taxes, sales taxes, health taxes and social and employment security taxes must also be 
taken into account when comparing corporate tax burdens between jurisdictions. While 
Quebec has a lower rate of corporate income tax, the lower rates of capital tax and health 
tax in Ontario help to balance the corporate tax burden. For example, Quebec’s general 
capital tax rate is 0.5 per cent as compared to 0.3 per cent for Ontario. Also, Ontario’s 
general Employer Health Tax rate is 1.95 per cent of payroll. The payroll tax which is 
levied in Quebec with respect to health care is 3.36 per cent. 


INTERPROVINCIAL TAX COMPARISON 


CORPORATE INCOME TAX RATES, 1989 
CIT Rate % 
20 


General Rate Small Business Rate 
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Personal Income Tax 

Provincial Personal Income Tax rates and provincial Personal Income Tax revenues as a 
percentage of Basic Federal Tax are illustrated below. For 1989, Ontario’s effective rate is 
52.3 per cent when the Ontario Tax Reduction program and surtax are taken into account. 


INTERPROVINCIAL TAX COMPARISON 
PERSONAL INCOME TAX RATES, 1989 


% of Basic Federal Tax 
80 


Statutory Rate Effective Rate* 


70 


60 
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* Effective rate is total provincial income tax revenue (including any surtaxes and flat taxes, less any tax 
reductions) as a percentage of Basic Federal Tax assessed in the province. 


““ Estimated rate: Quebec does not impose tax as a percentage of Basic Federal Tax. 
Source: Ontario Ministry of Treasury and Economics. 


Table 3 shows the provincial and combined federal-provincial top marginal Personal 
Income Tax rates for 1989. Ontario has the fourth-lowest top marginal tax rate. 
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Top Marginal Personal Income Tax Rates*, 1989 Table 3 

(Per Cent) 

Se mee SAO PE Fre = 5 ee 
Be Alta. Sask. Man. Ontario Quebec NB. N.S. BEL Nfld. 
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Provincial 14.9 Net 18.5 19.1 16.6" 24000 4174 16.4 132 17.7 

Combined 

Federal- 

Provincial 45.5 45.7 49.1 49.7 47.2 498 48.0 47.0 48.8 48.3 

Rank 1 2 8 9 4 10 5 3 7 6 


* Includes federal and provincial surtaxes. 
Source: Ontario Ministry of Treasury and Economics. 
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Retail Sales Tax 


General Retail Sales Tax rates in Canada range from zero per cent in Alberta to 12 per 
cent in Newfoundland. Ontario’s rate of 8 per cent is in the mid-range of rates applied by 
all taxing jurisdictions. 


INTERPROVINCIAL TAX COMPARISON 
RETAIL SALES TAX RATES, 1989 


RST Rate % 
14 


General Rate 


BC ALTA* SASK MAN ONT QUE NB NS PEI NFLD 


* No provincial sales tax is imposed. 
Source: Ontario Ministry of Treasury and Economics and provincial tax statutes. 


Tax Expenditures 


Tax expenditures are taxes that governments choose not to collect in order to redistribute 
income more fairly, or to encourage individuals and corporations to undertake desired 
activities. Tax expenditures are exceptions to the normal tax rules and are often used as 
alternatives to direct spending to achieve particular policy objectives. 


There are four types of tax expenditures: exemptions, deductions and allowances, credits, 
and special reduced rates of tax. Ontario’s tax system incorporates all four. 


Table 4 lists the ten largest tax expenditures within Ontario’s sole jurisdiction, along with 
an estimate of foregone revenue for each expenditure in 1989-90. Because many of these 
tax expenditures are interdependent, these estimates cannot be added to derive a total value 
of foregone revenue. A more complete list of Ontario’s major tax expenditures, along with 
a brief description of each, is contained in Appendix I. 


In addition, estimates of the impact of tax changes on Ontario’s tax expenditures are 
provided in the annual Ontario Budget. 
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Ten Largest Tax Expenditures Table 4 
Within Ontario’s Sole Jurisdiction in 1989-90 
($ Million) 
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Ontario Revenue Foregone 


Ss Need il see 2 lect) ELS TS 
Retail Sales Tax Expenditures 


Professional Services 3,981 
Commercial Services 2,189 
Energy Goods (including motive fuels) 1,836 
Personal Services 1,831 
Basic Groceries 1,200 
Production Machinery Goods 909 
Personal Income Tax Expenditures 
Ontario Health Insurance Plan Premium Assistance* 595 
Ontario Tax Grants to Seniors* 505 
Ontario Property and Sales Tax Credits 444 
Corporate Income Tax Expenditures 
Small Business Deduction 435 
> Although not directly part of the Personal Income Tax system, these tax expenditures provide benefits 


to individuals. OHIP premium payments and assistance end December 31, 1989. 
Source: Ontario Ministry of Treasury and Economics. 
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Expenditure Profile 


As of September 30, 1989, it is estimated that 1989-90 Provincial expenditures will amount 
to $41.3 billion. More than two-thirds of all Provincial spending is on social programs, with 
the balance allocated to resources and economic development, justice, public debt interest, and 
other government activities. The charts below illustrate the proportion of government spending 
by major expenditure area in 1989-90 and 1979-80. 


DISTRIBUTION OF ONTARIO’S EXPENDITURES 
1989-1990 
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Source: Ontario Ministry of Treasury and Economics . 
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The charts indicate that there has been an appreciable shift in the composition of Provincial 
expenditures. The dominant feature of this shifting pattern is a notable increase in the share 
of spending allocated to health care. The Ministry of Health is expected to account for 33 
per cent of expenditures in 1989-90, compared to 28 per cent in 1979-80. 


The proportion of Provincial spending allocated to social services and income support has also 
increased significantly. This area represented 11 per cent of spending in 1979-80, and 
accounts for 16 per cent of expenditures in 1989-90. 


The increasing share of expenditures taken up by health and social services and income 
Support has reduced the share available for education and for resources and economic 
development. Education expenditures represented 24 per cent of Provincial spending in 
1979-80, and are estimated at 19 per cent in 1989-90. The share of Provincial spending 
dedicated to resources and economic development has fallen from 20 per cent in 1979-80 to 
an estimated 15 per cent in 1989-90. 


The increasing share of spending dedicated to health care and social services and income 
Support is of particular fiscal importance, as these programs influence the resources available 
for all other Provincial programs, now and in the future. 


Health Care 


In the period from 1979-80 to 1989-90, health care expenditures increased at an average 
annual rate of 12.5 per cent. After allowing for population growth, which averaged 1.2 per 
cent per annum over the period, per capita health care spending increased at an average rate 
of 11.2 per cent per year. 


The largest components of Ministry of Health expenditures are the Operation of Hospitals, 
the Ontario Health Insurance Plan (OHIP) and the Ontario Drug Benefit Plan (ODB). In 
1989-90, these three programs will account for almost 80 per cent of Ministry of Health 
expenditures. 


Expenditures for the Operation of Hospitals, the largest component of health care expenditures, 
increased at an average annual rate of 11 per cent over the 1979-80 to 1989-90 period. 
Spending during this period has almost tripled from $2.1 billion to $6.0 billion. However, 
the share of the Ministry of Health budget dedicated to the Operation of Hospitals has declined 
from 50 per cent in 1979-80 to 43 per cent in 1989-90. 


OHIP costs have increased at an average annual rate of 14.4 per cent over the period, almost 
quadrupling total OHIP outlays from $1.1 billion in 1979-80 to $4.3 billion in 1989-90, and 
increasing the program’s share of Ministry of Health expenditures from 26 per cent to 31 per 
cent. Greater utilization and an average annual 3.6 per cent increase in the number of 
physicians over the past ten years have contributed to this increase. 


One of the most rapidly growing components of health care costs is the Ontario Drug Benefit 
Plan. Ministry of Health expenditures on the ODB Plan increased from $107 million in 
1979-80 to $659 million in 1989-90. The share of Ministry of Health expenditures allocated 
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to ODB increased from 2.5 per cent to 4.7 per cent over the period. One factor accounting 
for this fast growth has been a rapid increase in the size of the eligible population. There are 
36 per cent more seniors aged 65 and over in the province in 1989 compared to 1979. 


The rapid growth of health care expenditures in Ontario has resulted in a marked increase 
in Ontario’s per capita health care expenditures relative to per capita health care spending in 
the other provinces. The following chart shows per capita health spending in Ontario 
compared to the average health care spending in the other nine provinces over the 1983-84 
to 1988-89 period. 


In 1983-84, Ontario’s per capita health care spending, at $896, was about 9 per cent below 
the average spending in the other provinces of $979 per capita. By 1988-89, Ontario’s per 
capita spending level was $1,416, about 12.5 per cent above the average of $1,259 per capita 
spent in the other nine provinces. The higher rate of increase in Ontario compared to the 
other provinces has resulted in Ontario’s rank in per capita health care spending increasing 
from fifth highest in 1983-84 to second highest in 1988-89. 


PROVINCIAL HEALTH CARE SPENDING! PER CAPITA 
1983-84 TO 1988-89 


Provincial Average 
exciuding Ontario 


R ANK2 ~ Ontario |: 


aranstata tame tass SEE SS ” SAPS 


SR s RS tate 
1983-1984 1984-1985 1985-1986 1986-1987 1987-1988 1988-1989 
1 Combined Provincial and local government sectors. 
2 Ontario’s rank among provinces, from highest to lowest. 
Source: Statistics Canada. 


Social Services and Income Support 


The increasing share of Provincial spending dedicated to social services and income support 
is largely the result of greater expenditures by the Ministry of Community and Social Services 
(MCSS). Between 1979-80 and 1989-90, spending by MCSS grew at an average annual rate 
of 14 per cent. 
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Between 1979-80 and 1989-90, expenditures on income support increased from $648 million 
to $2.5 billion, an average annual growth rate of 15 per cent. This growth is attributable to 
improvements in the average level of benefits provided to social assistance recipients, higher 
shelter costs, inflation and increases in the numbers of disabled persons and single parents 
receiving income support. 


Programs for seniors have also grown. Operating expenditures on municipal and charitable 
homes for the aged grew from $120 million in 1979-80 to $360 million in 1989-90, an 
average annual increase of 12 per cent. Inflation and increased care requirements explain 
the expenditure growth. In recent years there has also been an expansion of services to help 
seniors maintain an independent lifestyle in their own communities. Expenditures on 
community-based programs such as Home Support Services, Elderly Persons Centres, 
Homemakers and Nurses Services, and the Integrated Homemakers Program grew from 
$17 million in 1984-85 to $120 million in 1989-90, an average annual growth rate of 48 per 
cent. 


There have also been increases in funding for children’s programs, such as Child Care. 
Between 1984-85 and 1989-90, operating expenditures on Child Care grew from $87 million 
to $327 million, an average annual growth rate of 30 per cent. The increases reflect 
expansions in the number of subsidized spaces, improvements in wages paid to child care 
workers and inflation. 


Services provided to persons with developmental handicaps have been enhanced to provide 
more clients with community accommodation and support to maximize their Capacity for 
independent living. Expenditures have grown from $429 million in 1984-85 to $704 million 
in 1989-90, an average annual growth rate of almost 11 per cent. 


Transfer Payments 


Almost three-quarters of the Government’s expenditures, or $30.3 billion, are transfer payments 
to third parties such as hospitals, school boards, universities and municipalities. The principal 
transfers are listed on the following page. 
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1989-90 Transfer Payments Table 5 

Five Major Transfers 
Hospitals 6.0 14.5 
Colleges 0.7 Any: 
Universities Pa, 4.1 
School Boards 4.2 10.2 
Municipalities 4.5 10.9 

Other Transfers 
OHIP 4.3 10.4 
ODB* 0.8 1.9 
Other 8.1 19.6 

Total Transfer Payments 30.3 Yispe: 

* Includes drug benefit plans under the Ministry of Health and the Ministry of Community and Social 

Services. 


Source: Ontario Ministry of Treasury and Economics. 
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Non-Transfer Payment Expenditures 


The 26.7 per cent of expenditures which are not allocated in the form of transfer payments 
amount to $11.0 billion. Almost $4.3 billion of non-transfer payments will fund public debt 
interest. The remaining $6.7 billion will fund institutions and services operated by the 
Province, such as psychiatric hospitals, correctional facilities, provincial parks, and other 
government programs, including administration and regulatory activities. 


Capital 

Approximately $3.2 billion is provided in 1989-90 for Capital investments, including 
investments made by transfer payment recipients. Since 1984-85, Provincial capital 
expenditures have increased at an average annual rate of 9.3 per cent. The following graph 
shows the level of capital expenditures in recent years. 
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CAPITAL EXPENDITURES 
1984-85 TO 1989-90 
$ Billion 
4 


1984-1985 1985-1986 1986-1987 1987-1988 1988-1989* 1989-1990 


* Excludes $410 million in advance payments from 1989-90. 
Source: Ontario Ministry of Treasury and Economics. 


Summary of Expenditures 


Expenditures are expected to grow by $2.6 billion between 1988-89 and 1989-90. The 
1989-90 expenditure plan reflects the accelerated payment in 1989-90 of $410 million, which 
would normally have been paid in 1990-91, including $300 million for education Capital and 
$110 million for colleges and universities capital. A further $823 million, which would have 
been paid this year, was accelerated and paid in 1988-89, including $300 million for education 
capital, $110 million for colleges and universities capital, and $413 million for municipal 
unconditional grants. 


Spending Control 
Savings and Constraints Measures 


The 1988 Budget contained a provision for a Government-wide $500 million expenditure 
Savings and constraints program. This in-year expenditure target was achieved as part of the 
Government’s continuing effort to control spending and improve the efficiency of program 
delivery. 


Every ministry contributed to the savings and constraints goal through across-the-board 
reductions in total salaries and benefits of two per cent and reductions in non-payroll 
expenditures of six per cent. In addition, some ministry-specific reductions were applied to 
general program areas based on reduced cash flow requirements. 


The 1989 Budget set a target of $200 million in expenditure Savings and constraints. As of 
September 30, 1989, $40 million has been identified. Over the period 1985-86 to 1989-90, 
Savings and constraint measures will have generated a total of $1.1 billion in Savings. 
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Expenditure Indicators 


Since 1986-87, Provincial expenditures as a share of the economy have declined. The forecast 
for 1989-90 is 15.2 per cent of GDP. 


EXPENDITURES AS A SHARE OF THE ECONOMY 
1984-85 TO 1989-90 


% GDP 
15.8 


15.6 


15.2 


15 


1984-1985 1985-1986 1986-1987 1987-1988 1988-1989 1989-1990 


Source: Ontario Ministry of Treasury and Economics. 


Relative to the other provinces, Ontario has had the highest rate of growth in per capita 
expenditures over the past five years. From 1985-86 to 1989-90, the all-province average 


annual rate of per capita expenditure growth has been 5.6 per cent, compared to Ontario’s 
average rate of 7.6 per cent. 


PER CAPITA SPENDING GROWTH 
1985-86 TO 1989-90 
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Despite high rates of per capita expenditure growth, the level of per capita expenditures in 
Ontario remains below the average level of other provinces, ranking Ontario fifth among the 
provinces in per capita spending. However, faster expenditure growth in Ontario is narrowing 
this spending gap. This trend is shown in the following chart. 


TOTAL PROVINCIAL EXPENDITURES ' PER CAPITA 


1984-85 TO 1988-89 
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1 Combined Provincial and Local government sectors. 
2 Ontario's rank among provinces, from highest to lowest. 
Source: Statistics Canada. 


Fiscal Indicators 


Ontario’s fiscal trends can be assessed in terms of commonly used indicators. The following 
section evaluates the fiscal position of the Province. 


Ontario’s deficit rose to a level of almost $3.2 billion in 1982-83, but since that time has 
declined to $1.5 billion in 1988-89, and is forecast to be $0.6 billion in 1989-90, the lowest 
level since 1974-75. 
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ONTARIO DEFICIT 
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Source: Ontario Ministry of Treasury and Economics. 


Net cash requirements have been reduced from the $2.5 billion peak level reached in 1982-83 
to $50 million in 1988-89. A surplus of $477 million is estimated for 1989-90. 


ONTARIO NET CASH REQUIREMENTS/(SURPLUS) 
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Source: Ontario Ministry of Treasury and Economics. 


Ontario’s public debt interest costs will be almost $4.3 billion in 1989-90, requiring 10.5 per 
cent of revenue. By contrast, federal public debt charges in 1989-90 are currently forecast 


at 35 per cent of federal budgetary revenues. The Ontario proportion continues its downward 
trend from a high of 12.4 per cent in 1985-86. 
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PUBLIC DEBT INTEREST AS A PERCENTAGE OF REVENUE 
1979-80 TO 1989-90 
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Source: Ontario Ministry of Treasury and Economics. 


Ontario’s operating position reflects the Province’s ability to pay for day-to-day operating 
needs from its revenue. Expenditure excludes spending on capital investments. In 1989-90, 
Ontario’s operating position will be in surplus by almost $2.7 billion. This Operating surplus 
will finance 82 per cent of the Province’s $3.2 billion capital expenditure program. 


ONTARIO OPERATING POSITION 
1984-85 TO 1989-90 
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Source: Ontario Ministry of Treasury and Economics. 


Ontario’s total own-purpose debt is expected to be $40.0 billion by the end of 1989-90. 
Measured as a share of the economy, the debt burden has moderated in the past six years. 
From a peak of 18.0 per cent of provincial GDP in 1983-84, the debt burden declined to 15.6 
per cent in 1988-89. In 1989-90, debt as a share of the economy is expected to decline 
further to 14.7 per cent. 
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TOTAL OWN-PURPOSE DEBT AS A SHARE OF THE ECONOMY 
1979-80 TO 1989-90 
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Source: Ontario Ministry of Treasury and Economics. 


Ontario’s ability to carry its total own-purpose debt can also be measured by the number of 
months of revenue that would be required to repay this debt. The number of months has 
fallen steadily in the past six years, from 15.4 months in 1983-84 to 12.6 months in 1988-89. 
In 1989-90, it is expected to fall further to 11.8 months. 


MONTHS OF REVENUE TO REPAY TOTAL DEBT 
1979-80 TO 1989-90 
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In addition to its total own-purpose debt, the Province’s debt on behalf of Ontario Hydro was 
$7.8 billion as of March 31, 1989. Ontario Hydro’s debt guaranteed by the Province 
amounted to $19.3 billion as of March 31, 1989. 


On an interprovincial basis, Ontario’s fiscal performance compares favourably. At $60 per 
person, Ontario will have the second lowest deficit per Capita in 1989-90. 


DEFICITS PER CAPITA 
1989-1990 
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Source: Ontario Ministry of Treasury and Economics. 
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Medium Term Fiscal Outlook 


This section describes a projection of the Province’s fiscal outlook over the medium term. 
Projections of Ontario’s fiscal position over the period 1990-91 to 1992-93 represent current- 
trend revenues and expenditures and are based on an assumption of no policy change. The 
trends outlined below may be altered by either unexpected changes in the economy or by 
future changes to Government revenue or expenditure policies. As discussed further below, 
the projected trends do not reflect the potential impacts of the proposed Goods and Services 
Tax. The imposition of such a tax would also alter the projections presented. 


Factors Influencing Expenditure Growth 


A number of factors cause expenditures generally to grow at a rate faster than the increase 
in inflation as measured by the Consumer Price Index (CPI): 


* Population increases. Ontario’s population has been increasing at an average annual 
rate of 1.5 per cent for the last five years; 


¢ Demographic changes. For example, an aging population will require the provision of 
more health and other support services; 


* Economic growth. Growth increases demand for Government spending in such areas 
as highways, housing, municipal infrastructure and recreational facilities; and 


* Introduction of new programs or expansion of existing programs. New programs are 
usually introduced to address emerging social issues such as AIDS, environmental 
concerns or the need for child care. 


These factors have contributed to expenditure growth over the past six years which generally 
exceeded inflation (CPI) rates by three to five percentage points. In periods of strong 
economic growth, such as those experienced by Ontario in recent years, expenditure growth 
in the 7-9 per cent range can be accommodated within the rate of growth of the economy. 
In the past three years, expenditures have grown at an average of about 1.1 percentage points 
below the rate of growth in GDP. 


When expenditure growth rates exceed the rate of growth in the economy over a sustained 
period, deficit pressures increase and a build-up in public debt may occur, unless offsetting 
tax increases are implemented. 


Factors Influencing Revenue Growth 


The Government receives revenue from a number of sources including taxation, fees and 
licences, and transfers from the federal government. Not all revenue sources are responsive 
to economic growth. In fact, only 70 per cent of revenues fall into this category. As a result, 
revenues from responsive sources such as the Retail Sales Tax and Personal Income Tax must 
grow substantially faster than the rate of economic growth to maintain overall revenue growth 
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at rates close to the rate of economic growth. Historically, revenues have increased at 
approximately 90 per cent of the rate of growth in the GDP. 


The 30 per cent of the revenue sources which are not responsive to economic growth are 
primarily fees which are adjusted at discrete intervals, or federal transfers which are not 
controlled by the Province. Specific government action is needed to influence the rate of 
increase in these revenue sources. 


Fiscal Projection 


The fiscal projection brings together the trends in revenue and expenditure growth discussed 
above with the current forecast of economic growth. 


The fiscal projection, based on the economic forecast developed by the Ministry of Treasury 
and Economics, assumes no change in existing revenue policy and a continuation of the 1989- 
90 revenue structure. Projected revenues are also assumed to grow at their historical rate of 
90 per cent of GDP growth. Expenditures are assumed to grow in the future at 8.7 per cent 
annually, the average experienced over the past three years. 


Under this current policy scenario, the deficit would grow from $0.6 billion in 1989-90 to $2.4 
billion by 1992-93. As the Provincial revenue base is less than that of expenditures in 
absolute terms, revenues would have to grow at much faster rates than expenditures to 
maintain the current deficit level. 


It should be emphasized that this projection is based on the assumption of no policy change 
over the period, and in no way reflects a fiscal target. 


ONTARIO DEFICIT PROJECTION 1 
1983-84 TO 1992-93 


$ Billion: 
4 


Projection 
(Current Policies) 


SS Actual 


1985-1986 1987-1988 1989-1990 1991-1992 
1984-1985 1986-1987 1988-1989 1990-1991 1992-1993 
1 Does not include impact of the GST. 
Source: Ontario Ministry of Treasury and Economics. 
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An economic downturn or a recession would have an adverse impact on the Province’s 
finances. Revenue losses resulting from weaker economic growth combined with demands for 
Government to undertake countercyclical expenditure measures, such as additional funding for 
job creation or social assistance, could place significant upward pressure on the projected 
deficit levels. 


Assuming that revenues continue to grow at their historical rate of 90 per cent of GDP growth 
over the projected period, revenues would fall as a share of the economy. Expenditures 
continuing to grow at 8.7 per cent in a moderating economy would result in expenditures 
increasing as a share of the economy. With the share of revenues falling and the share of 
expenditures rising, the deficit would also increase as a per cent of the economy. These 
trends are illustrated in the following graph. 


REVENUE, EXPENDITURE AND DEFICIT 
AS A SHARE OF ECONOMY? 
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1 Does not include impact of the GST. 
Source: Ontario Ministry of Treasury and Economics. 


The projection as discussed above does not include the impact of the proposed federal Goods 
and Services Tax (GST). This federal proposal would affect the Province’s finances in many 
ways. 


For example, on the revenue side, the proposed one point reduction in the federal personal 
income tax rate, and anticipated increases in unemployment resulting from the GST over the 
forecast period, would result in a reduction in Personal Income Tax revenues to Ontario. The 
federal government is also proposing that the GST apply to provincial lottery profits, reducing 
revenues from that source. 
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The GST inflationary impact would increase the cost of delivering Provincial services. Higher 
unemployment can be expected to increase the cost of current programs to assist the 
unemployed. Some off budget expenditures, for example, indexed public sector pensions and 
Workers’ Compensation benefits, would also be affected by an increase in the inflation rate. 


The financial position of our major transfer partners -- municipalities, universities, colleges, 
schools and hospitals -- would also be affected by the GST. The federal Minister of Finance 
has undertaken that the reform of this federal sales tax will impose no greater burden than 
before reform. The Province remains concerned that the federal government proposal to first 
levy the GST at 9 per cent on all purchases and subsequently provide partial GST rebates to 
these institutions will make the achievement of this commitment questionable. For example, 
the tax-partial rebate method will have negative cash flow consequences for these institutions. 


While the exact financial impact of the proposed GST depends on a number of factors, the 
net effect of the tax on Ontario’s fiscal position over the forecast period would be negative, 
and could be large. 
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Debt and Debt Financing* 
Ontario’s Debt 


COMPOSITION OF ONTARIO’S OWN-PURPOSE TOTAL DEBT 
MARCH 31, 1989 
($ BILLION) 
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Source: Ontario Ministry of Treasury and Economics $13.1 33.6% 


Ontario’s total debt, at $39.0 billion as of March 31, 1989, includes all Provincial liabilities 
issued for Provincial purposes. It is comprised of debentures, notes and treasury bills of $29.5 
billion, pension and related benefit fund liabilities of $7.9 billion, and $1.6 billion of Special 


Purpose Accounts, mainly deposits with the Province of Ontario Savings Office. 


Ontario’s debt is concentrated in pension liabilities, with the largest proportions owed to the 
Canada Pension Plan (CPP) and the Teachers’ Superannuation Fund (TSF). Debt owed to the 
general public constitutes only 2.1 per cent of the Province’s total debt, while the liabilities 


of the Special Purpose Accounts total 4.1 per cent. 


* 


All Ontario debt figures for 1989-90 are based on the September 30, 1989 Ontario Finances. 
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Consolidated Public Sector Debt 
CONSOLIDATED PUBLIC SECTOR DEBT 


MARCH.31, 1989 
(INTERIM $ BILLION) 


Provincial Purpose $39.0 55.7% _ 
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Source: Ontario Ministry of Treasury and Economics. 


The broadest measure of debt in the Ontario Public Sector is Consolidated Public Sector 
Debt, which includes debt incurred at all levels of Provincial jurisdiction. As of March 31, 
1989, Consolidated Public Sector Debt is estimated to have reached $70.0 billion. This debt 
measure has been restated to include Ontario’s debt to pensions and related benefit funds and 
Special Purpose Accounts. 


The preponderance of Provincial and Provincially-guaranteed debt in this measure illustrates 
Ontario’s practice of centralizing public sector financing at the Provincial level. Ontario’s 
direct and guaranteed debt, which is over 90 per cent of the consolidated debt, consists of 
obligations for the Province’s own purpose and for Ontario Hydro. Given the prominence of 
Ontario’s practice of centralized financing, there has been a limited requirement for public 
borrowing by municipalities, school boards, universities, colleges and hospitals. Internal funds 
and Provincial grants finance a large proportion of local capital expenditures, with the 
remainder financed through borrowing. Local government debt is about four per cent of 
consolidated debt, while less than one-half of one per cent consists of the liabilities of 
universities, colleges and hospitals. The Provincial share of Consolidated Public Sector Debt 
(direct and guaranteed) has been rising over time, reflecting the centralized approach to 
financing. 


Hydro Borrowing 


Ontario Hydro’s annual gross borrowing is expected to be around $3.6 billion in 1989 and 
$4.0 billion in 1990, with borrowing net of retirements amounting to $1.3 billion in 1989 
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and $1.7 billion in 1990. The Province monitors Hydro’s financing needs and ensures that 
they are consistent with the Province’s fiscal and financing plans. 


ONTARIO HYDRO BORROWING 
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Source: Ontario Hydro. 


Interprovincial Debt Comparison 


INTERPROVINCIAL DEBT COMPARISIONS 
DECEMBER 1988 
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Source: Bank of Canada and Ontario Ministry of Treasury and Economics. 


Interjurisdictional debt comparisons usually focus on direct and guaranteed debt measures 
because this assures a standard of conceptual uniformity and comparability across jurisdictions 
and over time. Nevertheless, the comparisons remain limited by exclusion of pension fund 
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deposits and certain other borrowings, and by differences in treatment across provinces of 
sinking funds and purchases by public sector investment funds, such as the Alberta Heritage 
Savings Trust Fund. 


Ontario’s direct and guaranteed debt measures are relatively low compared to other provinces. 
In 1988, Ontario owed $5,716 per person. This was the fourth-lowest level of direct and 
guaranteed debt per capita in Canada, higher only than Prince Edward Island, Alberta and 
British Columbia. Ontario had the second-lowest level of direct and guaranteed debt as a 
percentage of GDP (25.0 per cent), after Alberta. 


Ontario’s Financing 


The Province of Ontario has available for its financing purposes the funds of the domestic 
and international capital markets, as well as the funds of the public sector pensions: the 
Teachers’ Superannuation Fund (TSF), the Public Service Superannuation Fund (PSSF), the 
Superannuation Adjustment Fund (SAF), and Ontario’s share of the Canada Pension Plan 
(CPP). Since the legislation governing the TSF, PSSF and SAF has required Ontario to 
borrow from .these funds, they have been a growing source of financing for Ontario to date. 
In the past three years, availability of non-public sources of funds exceeded the Province’s 
needs. Consequently, Ontario has declined almost all of the CPP funds available to it. CPP 
funds not required by the Province have been offered to Ontario Hydro. To date, in 1989- 
90, the Province has borrowed $651 million from the CPP on behalf of Ontario Hydro. In 
addition, the Province will make $3 billion of CPP funds available to aid in the provision of 
30,000 units of non-profit housing over the next 3-5 years, and up to $200 million of CPP 
funds to Ontario school boards for capital requirements. 


The Ontario Government has proposed legislation which will fundamentally change Ontario’s 
current borrowing arrangements. Under the proposed legislation, beginning January 1, 1990, 
the teachers’ and public service pension plans would invest their net cash flow in public 
capital markets. Ontario’s borrowing requirements, if any, in and beyond 1990-91 are 
expected to ‘be met through public borrowing. 


Ontario’s Maturing Debt 


Approximately 13 per cent of Ontario’s own-purpose debt is scheduled to mature in the five- 
year period from April 1990 to March 1994, and 31 per cent in the ten years from 1990 to 
1999. In the five-year period ending March 1994, maturities will total $4.8 billion, with about 
53 per cent representing retirements of Canada Pension Plan liabilities. 
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ONTARIO DEBT MATURITY 
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Source: Ontario Ministry of Treasury & Economics 


Credit Worthiness 
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Provincial Ratings Table 6 
October 1989 
nS 
Canadian Dominion 
Standard Bond Bond 
and Rating Rating 
Poor’s Service Service 
(S&P) Moody’s (CBRS) (DBRS) 
British Columbia AA+ Aal AA+ AA 
Alberta AA+ Aal AA AA 
Saskatchewan AA - Al AA - A (high) 
Manitoba A+ Al AA - A 
Ontario AAA Aaa AAA AA 
Quebec AA - Aa3 A A (high) 
New Brunswick At Al A A 
Nova Scotia A- A2 A- A (low) 
Prince Edward Island NR* A3 BBB+ A (low) 
Newfoundland A- Baal BBB BBB 
* Not Rated. 


Source: Ontario Ministry of Treasury and Economics, Canadian Bond Rating Service, Dominion Bond Rating 
Service, Moody’s Bond Survey and Standard and Poor's CreditWeek. 


a 
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Ontario is the only Canadian province assigned Triple A by three credit rating agencies 
(Standard and Poor’s, Moody’s and the Canadian Bond Rating Service). The Province shares 
Dominion Bond Rating Service’s highest provincial rating (AA) with Alberta and British 
Columbia. 
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Rating Adjustments in 1988 and 1989 Table 7 


_  :_: Cwm 
Rating Change 
British Columbia Upgraded from: AA to AA+ (S&P) 
Aa2 to Aal (Moody’s) 
AA to AA+ (CBRS) 
AA(low) to AA (DBRS) 


Manitoba Upgraded from: A(low) to A (DBRS) 


Ontario Upgraded from: AA+ to AAA (S&P) 


Source: Ontario Ministry of Treasury and Economics, Canadian Bond Rating Service, Moody’s Bond Survey 
and Standard and Poor’s CreditWeek. 
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Federal-Provincial Funding Programs 


The following sections describe the two major programs through which the provinces now 
receive federal funding: Federal-Provincial fiscal arrangements and the Canada Assistance 
Plan. 


Federal-Provincial Fiscal Arrangements 
Introduction 


The federal-provincial fiscal arrangements are the institutional vehicles through which the 
federal government transfers funds to the provinces as part of its historical commitment to 
certain national shared-cost programs, and to the principle of interprovincial fiscal capacity 
equalization. The largest of these payments is made in respect of health care and post- 
secondary education under Established Programs Financing (EPF). Funds are also transferred 
under the Fiscal Equalization program, the Fiscal Stabilization program, and the Personal 
Income Tax Revenue Guarantee. 


Although often discussed in terms of federal-provincial negotiation and agreement, the fiscal 
arrangements are under the sole legislative and administrative control of the federal 
government. Legislation in this area is drafted and enacted by the federal government, and 
requires no provincial enabling legislation, support or even agreement to operate. 


Established Programs Financing 


Adopted in 1977 to replace the federal-provincial shared-cost programs in the fields of health 
and post-secondary education, EPF was regarded as a milestone in co-operative federalism in 
Canada. The essence of the new arrangement was that the provinces, long dissatisfied with 
the cumbersome and inflexible nature of the cost-sharing arrangements, were given greater 
policy and administrative latitude through a move to block funding. At the same time, Ottawa 
lessened its financial risk by tying its contributions to the rate of growth of the national 
economy rather than to provincial expenditures. 


Shortly after the new arrangement had been agreed upon, the federal government decided to 
keep track of the individual cash components of the transfers for health and post-secondary 
education. While not consistent with the principle of block funding, the split was for federal 
bookkeeping purposes only and did not require provinces to demonstrate that they had, in fact, 
spent the funds in these areas. 


The Canada Health Act, passed by Parliament in 1984, sets program criteria and conditions 
of payment for the cash portion of transfers paid to the provinces for insured health care 
services and extended health care. Under the terms of the legislation, each province’s health 
insurance plan must satisfy federal requirements respecting comprehensiveness, portability, 
universality, accessibility and public administration. 


The federal government is empowered to withhold a portion of the provincial transfer 
payments equal to the amount that physicians bill above the rates set out in the provincial 
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fee schedules. Dollar for dollar deductions are also imposed on provinces that permit user 
charges. Between July 1984 and June 1986, over $106 million in payments to Ontario were 
withheld by the federal government. The Province has since complied with the conditions of 
the Canada Health Act by eliminating extra-billing for insured health services and has 
recouped the amount withheld. 


As shown in Table 8, the federal government has taken a number of further actions to restrain 
the growth of its payments to the provinces. When the fiscal alrangements were amended in 
1982, the Revenue Guarantee Compensation, which was built into EPF as part of the 1977 
agreement, was removed. This effectively eliminated a portion of the per capita entitlements. 


EPF transfer growth is based on both growth in the economy and population increases for 
individual provinces. Under the two-year federal "6 & 5" restraint program introduced in June 
1982, per capita limits were imposed on post-secondary education transfer growth. 


The federal government’s Bill C-96 received Royal Assent in June 1986. It reduced the 
annual growth in per capita EPF transfers by two percentage points. 


More recently, the federal government’s Bill C-33, An Act to amend the Federal-Provincial 
Fiscal Arrangements and Federal Post-Secondary Education and Health Contributions Act, 
received First Reading on June 27, 1989. If passed, it would reduce the annual growth in per 
capita EPF transfers by an additional one percentage point, beginning in 1990-91. Taken 
together, the reductions in EPF entitlements for Ontario exceed $1.2 billion in 1989-90, and 
will amount to almost $1.6 billion in 1990-91. EPF cash payments to Ontario, which 
represent about seven per cent of total budgetary revenue, are expected to be $2.7 billion in 
1989-90. 
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Ontario Losses Due To Federal Reductions in Annual Table 8 
EPF' Growth Since 1982 
($ Million) 


Elimination "6 & 5" 1986-87 1990-91 

of Revenue Caps on Reduction Reduction 

Guarantee PSE’ of EPF’ of EPF' Total 

Compensation Transfers Escalator Escalator Ontario All Prov.’ 

1982-83 293 - - - 293 827 
1983-84 323 4] - - 365 1,027 
1984-85 354 90 - - 444 1,246 
1985-86 382 98 - - 480 1,341 
1986-87 417 106 114 . 637 1,772 
1987-88° 452 LS 245 - 812 2,246 
1988-89* 489 BA 396 - 1,010 2,776 
1989-90° 531 136 567 - 1,234 3,380 
1990-91° 580 148 766 74° 1,568 4,270 
TOTAL 3,821 860 2,088 74 6,842 18,884 


Established Programs Financing. 

Post-Secondary Education. 

Includes Territories. 

Based on federal interim estimates of EPF entitlements. 

Forecast. 

Provincial/territorial losses resulting from the latest federal EPF reduction will total an estimated 
$200 million in 1990-91. 

Note: Figures may not add due to rounding. 

Source: Department of Finance, Canada; Ontario Ministry of Treasury and Economics. 
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Federal support for Ontario health and post-secondary education programs has fallen from a 
peak of 52 per cent of provincial-local spending for these purposes in 1979-80 to under 38 
per cent in 1989-90. 


Equalization 


Equalization payments are unconditional transfers from the federal government to qualifying 
provinces with the purpose, as enshrined in Section 36 of the Constitution Act, 1982, of 
ensuring that provincial governments have sufficient revenues to provide "reasonably 
comparable levels of public services at reasonably comparable levels of taxation". The actual 
determination of equalization entitlements has evolved over the years by refinements and 
adjustments to the formula since the inception of the program in 1957. Although there have 
been disagreements about these changes, some of which have had quite dramatic effects, all 
provinces have supported the overall thrust of the Fiscal Equalization Program. 
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Ontario has never received equalization payments. Indeed, when oil price shocks created the 
possibility of Ontario receiving equalization payments, these equalization payments were 
prevented through a retroactive legislative amendment in 1981. 


The current "five-province standard" of fiscal capacity replaced a national average standard in 
1982. This change, combined with a number of tax base modifications, tended to 
disadvantage Quebec and Manitoba. Accordingly, a transitional guarantee was incorporated 
into the formula. The transitional guarantee provided that no province could receive less 
under the new formula than it received in the last year of the old formula. Provision was 
made for a specified amount of growth. 


As Table 9 illustrates, all provinces except Alberta, British Columbia and Ontario receive 
federal equalization transfers. 


a 
Estimated Equalization Entitlements Table 9 
by Province, 1989-90 


($ Million) ($ Per Capita) 
Newfoundland 910 1,602 
Prince Edward Island 184 1,415 
Nova Scotia 854 961 
New Brunswick 836 1,165 
Quebec 3,449 517 
Manitoba 768 703 
Saskatchewan 351 346 
Total 7,353 664 


Notes; 1 Figures may not add due to rounding. 
2 Ontario, Alberta and British Columbia do not receive equalization payments. 


Source: Department of Finance, Canada: Provincial Fiscal Equalization, First Estimate, 1989-90 (January, 1989). 
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For 1989-90, the current estimate of total equalization entitlements is $7.4 billion. The sole 
legislative constraint on the growth of equalization entitlements is that aggregate transfers must 
not exceed the year-over-year increase in GNP. So far, this ceiling has not had to be applied. 
Although Quebec receives the highest absolute share of total equalization ($3.4 billion), its per 
capita share ($517) is second-lowest among recipient provinces. 


Fiscal Stabilization 


In order to protect provinces from sudden year-over-year losses in revenue resulting from an 
economic downturn, the federal government has provided for Fiscal Stabilization payments. 
These unconditional cash transfers ensure that each province’s tax revenues, measured on the 
basis of constant tax rates and structure, plus its equalization payments, will not be less than 
they were in the previous year. 
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In 1987-88, the federal government introduced, among other technical Changes, an annual 
ceiling of $60 per capita for grant assistance. Fiscal Stabilization entitlements exceeding this 
limit are provided as interest-free loans repayable within five years. To date, two provinces 
have received payments under this program. British Columbia received $175 million in 
respect of the 1982-83 fiscal year and Alberta has received a $75 million interim payment as 
part of an unresolved claim for 1986-87. However, Fiscal Stabilization payments provide an 
important guarantee for many provinces. 


Personal Income Tax Revenue Guarantee 


Since provinces set Personal Income Tax rates in relation to the Basic Federal Tax, the federal 
Personal Income Tax Revenue Guarantee provides limited compensation to provinces when 
federal tax policy changes reduce provincial revenues within a taxation year. Compensation 
is provided for the amount that Personal Income Tax revenue losses exceed 1.0 per cent of 
basic federal tax for the province. The only Revenue Guarantee payment made to date has 
been $4.3 million to Saskatchewan in respect of the 1985 taxation year. 


Canada Assistance Plan 


The Canada Assistance Plan (CAP) was established by federal legislation in 1966 as a cost- 
sharing mechanism for provincially-administered social assistance and welfare programs. The 
Canada Assistance Plan replaced the targeted shared-cost programs that provided assistance 
for the elderly, the blind, the disabled and the unemployed. By the end of the 1960s, these 
programs had come under increasing criticism for their eligibility restrictions. The new 
program was designed to bring a measure of order and coherence to fragmented provincial 
public assistance systems. 


Since its inception, federal payments under CAP have increased from $0.3 billion in 1967- 
68 to an estimated $4.8 billion in 1989-90 according to Canada Main Estimates. This makes 
CAP the third-largest source of transfer payments to the provinces after Established Programs 
Financing and Equalization. Ontario revenue from CAP is expected to total $1.8 billion* in 
1989-90. 


The Canada Assistance Plan is intended to act as a safety net. Under its provisions, the 
federal government contributes an amount equal to 50 per cent of provincial expenditures on 
assistance payments (food, shelter and clothing) to individuals in need, and on a range of 
services, including child welfare, child care, homemaker services for the elderly, institutions 
for the disabled and family counselling. To qualify for federal CAP funds, provincial welfare 
service programs must be designed to benefit those "in need or likely to become in need". 
As well, potential beneficiaries must demonstrate their eligibility through either a needs test 
or an income test, as determined by each province and subject to federal guidelines. 


The Canada Assistance Plan has been the subject of numerous reviews during the last two 
decades. In 1970-71, the Senate Committee on Poverty issued a report that was critical of 
CAP and recommended that it be replaced by a guaranteed annual income. Ten years later, 


* Includes Civil Legal Aid. 
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negotiations were underway to remove social services from CAP and provide them through 
a block fund under a proposed Social Services Financing Act, modelled after the Established 
Programs Financing. The proposal, however, was withdrawn when the provinces refused to 
accept a reduction in the Established Programs Financing escalator to GNP growth less one 
per cent. The proposal to replace the federal share of CAP and other federal tax and transfer 
programs, such as family allowances and child tax credits, with a guaranteed annual income, 
was resurrected by the Macdonald Commission in 1985 when it recommended the adoption 
of a Universal Income Security Program. 


More recently, the Nielsen Task Force on Program Review found no support for a major 
revision of CAP. However, its report did register concern over the trend toward long-term 
dependence on assistance among “employables" and warned of the danger that future CAP 
costs may become unaffordable as a result. The Nielsen review concluded that it may be 
necessary to change the open-ended nature of CAP funding by limiting federal spending under 
the agreement. However, the Canada Assistance Plan remains a singular example of 
intergovernmental collaboration and cost-sharing of major social programs available across 
Canada. 


Canada Child Care Act 


Provincial child care expenditures for this fiscal year are estimated at $364 million, an 
increase of 310 per cent from the 1984-85 level. 


On September 26, 1988, the House of Commons passed the Canada Child Care Act, to enable 
the federal government to enter into cost-sharing agreements to contribute to provincial child 
care programs. The Act died during Senate review with the September 30 dissolution of 
Parliament, and has not been reintroduced. 


The proposed Canada Child Care Act would have provided for the replacement of open- 
ended contributions to Ontario child care programs with a maximum $1.7 billion in federal 
program contributions over the 1988 to 1995 period. Subject to annual federal funding limits, 
Ottawa’s contributions would have included 75 per cent reimbursements for capital grants for 
approved not-for-profit child care facilities, as well as 50 per cent reimbursements for 
Operating grants for all approved child care centres. 


Provinces would have maintained the option to continue current federal cost-sharing of child 
care expenditures under the Canada Assistance Plan as an alternative to converting to an 
arrangement under the proposed Canada Child Care Act. 


The 1989 federal budget announced a deferral of new cost-sharing arrangements for provincial 
child care programs, with a commitment by the federal government to act to meet its child 
care objectives before the end of its term of office. In the interim, the Canada Assistance 
Plan will continue to share the cost of eligible Ontario child care services. 
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Provincial-Local Transfers 


In 1989-90, the Province will provide close to $4.5 billion in financial support to 
municipalities and municipal agencies, as indicated in Table 10. 


Provincial support to school boards also amounts to almost $4.5 billion, including nearly $310 
million in capital assistance. 
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Highlights of Provincial Transfers Table 10 
to Local Governments 

($ Million) 
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Budget 
Outlook 
1989-90 
Transfers to Municipalities 
Unconditional 871 
Roads 678 
Transit 393 
Social Services TTT 
Health 219 
Environmental 184 
Recreational & Cultural 92 
Other* 490 
Total Municipal Transfers 4,498 
Transfers to School Boards 
General Legislative Grants** 4,153 
Capital Grants _ 310 
Total School Transfers 4,463 
Total Transfers Allocated 8,961 
Advances*** (413) 
Total Transfers to Local Government 8,548 
: Includes additional funding for northern roads from the Ministry of Northem Development and Mines. 
ae An additional $7.5 million was added to the Ministry of Education allocation in the 1989-90 Printed 


Estimates. 

ipa For 1988-89, $300 million for school capital grants and $413 million for Unconditional Grants were 
advanced from 1989-90. For 1989-90, the $300 million allocated for school capital grants will be advanced 
from 1990-91. 

Source: Ontario Ministry of Treasury and Economics. 
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Transfers to Municipalities 


Transfer payments to municipalities are estimated to increase by $333 million over 1988-89 
levels, to $4.5 billion in 1989-90. This represents an increase of almost 8 per cent. 


Oth. 


The Province provides financial assistance to municipalities through conditional and 
unconditional grant payments. Conditional grants are generally provided on the stipulation 
that these funds be used for a specific program or service within the municipality. 
Conditional grants are subject to eligibility criteria and spending conditions and municipalities 
are often required to contribute financially to the program. The majority of conditional grants 
are for transportation, health, social services, the environment, and culture and recreation. 


Unconditional grants, on the other hand, provide financial assistance to municipalities that may 
be spent in any manner decided by municipal council. These grants are delivered through the 
Ontario Unconditional Grants Program. 


The Province advanced $413 million of 1989-90 Unconditional Grants entitlements to 
municipalities in 1988-89. This initiative provided a cash flow advantage to municipalities. 
For 1989-90, Unconditional Grants payments are being maintained at their 1988-89 levels. 


At present, both the conditional and unconditional grants programs are being reviewed by the 
Province with the aim of developing a more efficient, equitable and responsive system for 
delivering grants. Recently, an Advisory Committee on Provincial-Municipal Financing 
Matters was established to provide advice to the Minister of Municipal Affairs in exploring 
creative responses to financing pressures faced by both levels of government. One of the 
Committee’s directives is to provide recommendations concerning the transfer payments 
system. 


The average annual growth in Provincial support to the municipal sector has significantly 
outpaced inflation in Ontario over the last five years. As Table 11 indicates, total operating 
transfers increased by more than twice the rate of inflation (4.3 per cent). This reflected 
increased Provincial support in areas such as health and social services. 
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Provincial Transfers to Municipalities Table 11 
($ Million) 
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Average 

Annual 

Outlook Increase 
1984-85 1989-90 (%) 
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Unconditional 720 871 3.9 
Conditional 1,419 2,417 11.2 
Operating 2,139 3,288 9.0 
Capital 940 1,210 5.2 
Total Transfers 3,079 4498 79 


Source: Ontario Ministry of Treasury and Economics. 
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The growth in capital transfers also outpaced inflation, reflecting increased Provincial capital 
activity in environmental and transit projects. Despite maintaining 1989-90 road grants at 
1988-89 levels, road transfers have increased by about 34 per cent since 1984-85. 


Municipal Sector Performance 


Municipal spending in 1989 is expected to grow by 15.5 per cent, well above the compound 
average annual growth of about 10 per cent between 1984 and 1989. Capital spending, which. 
accounts for less than a quarter of total expenditures, is expected to increase by 32 per cent. 
Growth continues to be led by areas served by regional governments. In general, these areas 
are experiencing above-average service growth as measured by the growth in households. It 
should also be noted that individual municipal patterns of growth within these areas can vary 
considerably. By comparison, Table 12 shows that, for municipalities not within regional 
governments, spending growth is expected to average only 7.1 per cent. 
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Estimated Municipal Spending, 1988 & 1989 Table 12 
($ Million) 


Preliminary Projected Increase 

1988 1989 % 
Municipalities within Metropolitan Toronto* 3,991 4,731 18.5 
Municipalities within Regions* 5,073 6,032 18.9 
All Governments in Regions* 9,064 10,763 18.7 
Municipalities within Counties* 2,701 pine 79 
Municipalities within Districts vale __ 806 4.4 
All Other Governments 3,473 3,721 Tek 
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by Includes upper and lower tier governments. 
Source: Ontario Ministry of Municipal Affairs. 


As shown in Table 13, the proportion of municipal financing accounted for by transfers and 
municipal property taxes has dropped over the period, with the difference being made up by 
other revenues and user fees. 


Municipal Revenue Mix Table 13 
(Per Cent) 
Projected 

1984 1989 
Property Taxation* 40.4 38.5 
Provincial Grants 32.1 28.0 
All Other Revenues ens 3355 

100.0 100.0 


* Includes water and sewer billings. 
Source: Ontario Ministry of Municipal Affairs. 


As a group, municipalities are in a better position than the Province with respect to their debt 
burdens, although exceptions do exist on a case-by-case basis. (See the following chart.) 
"Debt" includes total long-term debt and Ministry of The Environment sewer and water project 
debt. In 1988, total municipal own-purpose debt was approximately $3 billion, slightly over 
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23 per cent of total annual revenues. By comparison, total Provincial own-purpose debt was 
approximately 105 per cent of annual budgetary revenue. Public debt interest payments are 
estimated at 10.8 per cent of annual revenues for the Province in 1988 -- higher than the 
5 per cent estimated for municipalities. 


OWN-PURPOSE DEBT AS A PER CENT OF ANNUAL REVENUE* 


Provincial Municipal 
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* 1988 Municipal Affairs’ data is preliminary. 
Sources: Ontario Ministry of Treasury and Economics and Ontario Ministry of Municipal Affairs. 


Between 1987 and 1988, municipal long-term borrowing grew by 23.8 per cent and reached 
$458 million, reflecting strong growth in capital expenditures. This was a substantial increase 
over recent years (1984 to 1987) in which the compound average annual growth was 11.5 per 
cent. 


Under the provisions of the Municipal Act, a municipality may not budget for a surplus or 
deficit in its revenue fund or operating account. The Ontario Municipal Board provides 
guidelines for measuring a municipality’s ability to take on increased debt. As a general rule, 
the Board has determined that a municipality should not commit to spend more than 20 per 
cent of its annual operating expenditures on debt servicing. Despite the increase in borrowing, 
municipalities as a whole retain a significant capacity to assume debt for capital projects or 
other major requirements, although significant exceptions do exist particularly within the 
Greater Toronto Area. Table 14 shows the most recent estimates of municipal capacity to 
borrow funds, excluding debt assumed on behalf of school boards and Provincially-guaranteed 
debt. 
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Estimated Municipal Debt Capacity, 1988 Table 14 
($ Million) 
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Total Debt Capacity 
Capacity $ % 
Municipalities within Metropolitan Toronto* -—=s«3,3822=*é‘<=CS*S«SdD!SS!S!*~«S 
Municipalities within Regions 3,589 2,453 68.3 
All Governments in Regions* 6,971 4,965 71.2 
Municipalities within Counties* 2,146 1,875 87.4 
Municipalities within Districts 635 572 90.1 
All Other Governments 2,781 2,447 88.0 
Total Municipal Sector | 9752 712 76.0 


* Includes upper and lower tier governments. 
Source: Ontario Ministry of Municipal Affairs. 


Municipal Reserves and Reserve Funds 


The following chart shows that monies set aside in reserve funds grew steadily between 1983 
and 1988. These are revenues set aside by municipalities to finance operating and capital 
expenditures at some future time. Reserves are generally used for such operating purposes as 
contingencies and sick-pay credit programs. Reserve funds are created by municipal councils 
for future capital projects. They represent an alternative to long-term borrowing for municipal 
councils. 
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TOTAL DEBT, RESERVE FUNDS AND RESERVES 
$ Billion 


3.5 Reserves Reserve Funds 
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0.0 


1984 1985 1986 1987 1988 


Source: Financial information Returns filed with the Ministry of Municipal Affairs, 1984 to 1988 (preliminary). 


Education Finance 


The funding of elementary and secondary education in Ontario is shared between the Province 
and local school boards. The Provincial share is distributed to school boards through the 
General Legislative Grants and capital programs with the school board share being raised from 
local property taxes. 


Ontario is providing $4,161 million in operating grants to school boards in 1989-90. This is 
up 6.3 per cent from $3,914 million in 1988-89, 


In addition, the Province has made a four-year commitment of $300 million per year for 
school capital beginning in 1989-90, for a total of $1,200 million: In 1989-90, $310 million 
has been allocated. This is up from $72 million in 1984-85, an increase of more than 300 
per cent. 


Bill 20, the Development Charges Act, is currently before the Legislature. This Act would 
give school boards the additional financing option of establishing lot levies for new school 
construction. Further, the Act provides for school boards and developers that wish to negotiate 
innovative financing arrangements, as an alternative to lot levies. A related piece of legislation 
entitled Bill 18, an Act to amend the Ontario Municipal Improvement Corporation Act, will 
give school boards access to $200 million in lower-cost Canada Pension Plan financing for 
school construction. 


School funding is a significant component of government spending at both levels, as shown 
in Table 15. 
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Education Finance in Perspective Table 15 
(Per Cent) 
eee 
Outlook 
1989-90 
Transfer Payments to School Boards 
Relative to Total Local Transfers 49.9 
Relative to Provincial Budgetary Expenditure 10.8 


i 
School Finance in the Local Sector 


School Board Operating Spending Relative to 


Total Local Operating Spending 47.6 
Average Residential School Taxes Relative to 

Total Property Taxes’ 48.0 
ie On a per-household basis. 


Source: Ontario Ministry of Treasury and Economics. 
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APPENDIX I 
Tax Expenditures 


eres 
Personal Income Tax Expenditures Table 1 
Estimates of Ontario Revenue Foregone 

in the 1989 Taxation Year 

($ Million) 
a EN ee 


Ontario Revenue Foregone 
Tax Expenditures Shared with the Federal Government 


Deductions and Exemptions 


Registered Retirement Savings Plan Contributions 583 
$100,000 Lifetime Capital Gains Exemption 400 
Registered Pension Plan Contributions 242 
Capital Gains Exclusion 260 
Carrying Charges IW 
Union Dues 64 
Child Care Expenses 46 
Moving Expenses 15 
Non-Refundable Tax Credits 
Basic Personal Credit 3,123 
Married Credit (including Equivalent-to-Married) 300 
Age Credit 194 
Charitable Donations 188 
Canada Pension Plan Contributions 17 
Unemployment Insurance Premiums 132 
Credit for Dependent Children 74 
Pension Income Credit 49 
Medical Expenses 30 
Disability Credit 30 
Tuition Fees 25 
Education Credit 10 


Tax Expenditures Solely Within Ontario’s Jurisdiction (1989-90) 


Ontario Health Insurance Plan Premium Assistance* 595 
Ontario Tax Grants to Seniors* 505 
Ontario Property and Sales Tax Credits 444 
Ontario Tax Reduction 40 
Ontario Home Ownership Savings Plan Tax Credit 30 
Ontario Political Contribution Tax Credit 5 

* Although not directly part of the Personal Income Tax system, these tax expenditures provide benefits to 


individuals. OHIP premium payments and assistance end December 31, 1989. 
Source: Ontario Ministry of Treasury and Economics. 
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Corporate Tax Expenditures Table 2 
Estimates of Ontario Revenue Foregone in Full Year 1989-90 

($ Million) 
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Ontario Revenue Foregone 
Corporate Income Tax 


Small Business Deduction 435 
Capital Cost Allowance vs. Accounting Depreciation 210 
Employer Health Tax (reduced rates for small employers) 190 
Capital Gains Exclusion 150 
Reduced Rate for Specified Sectors 88 
Current Cost Adjustment 83 
Research and Development Super Allowance 56 
Exploration and Development Expenses 15 
Resource Allowance Zz 
Small Business Development Corporations Program ta 
Ontario Mineral Exploration Program 0.2 
Capital Tax 
Flat Capital Tax for Small Business 100 
Mining Tax 
Three-Year Mining Profits Tax Exemption for New Mines 5 
$500,000 Mining Profits Exemption 3 


Source: Ontario Ministry of Treasury and Economics. 
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Retail Sales Tax Expenditures Table 3 
Estimates of Ontario Revenue Foregone in 1989-90 

($ Million) 
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Ontario Revenue Foregone 


Services 
Professional 3,981 
Commercial 2,189 
Personal 1,831 
Transient Accommodation 42 
Admission fees 30 

Goods 
Energy (including motive fuels) 1,836 
Basic Groceries 1,200 
Production Machinery 909 
Reading Materials 168 
Prepared Foods 120 
Soil and Water 120 
Prescription Drugs 110 
Children’s Clothing 60 
Aircraft =f) 
Medical Equipment 28 
Footwear 27 
Feminine Hygiene Products 11 


Purchaser Specific - All goods and services tax exempt or tax rebated 


Farmers 207 
Visitors to Ontario 2) 
Hospitals 15 
Religious/Charitable 11 
Disabled Persons 8 
Fisherpersons 1 
Fur-trappers 1 
Museums/Galleries 1 
Municipalities (fire trucks) 1 


Source: Ontario Ministry of Treasury and Economics. 


a 
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Personal Income Tax Expenditures 
1989 Tax Rules 


Tax Expenditures Shared with the Federal Government 


Deductions and Exemptions 


Registered Retirement Savings Plan Contributions - Contributions are deductible from 
income up to prescribed limits. The allowable contribution for each year is governed by the 
maximum limit for that year ($7,500 in 1989), the individual’s income and the amount of any 
contributions to a registered pension plan. 


$100,000 Lifetime Capital Gains Exemption - Taxpayers are permitted a cumulative lifetime 
Capital gains exemption of $100,000. 


Registered Pension Plan Contributions - Employee contributions as required under the 
pension plan are deductible from income. 


Capital Gains Exclusion - One-third of capital gains are income tax-exempt. 


Carrying Charges - Individuals may deduct from income the interest cost on money 
borrowed to make investments, fees for investment counselling and other investment-related 
expenses. 


Union Dues - Annual dues for membership in qualifying organizations are deductible from 
income. 


Child Care Expenses - Expenses paid for child care services that enable single parents or 
both spouses in a two-parent family to earn income or attend an educational or training 
program are deductible from income. The maximum deduction is $4,000 for each child under 
the age of 7 and $2,000 for each child age 7 and over. 


Moving Expenses - Unreimbursed moving expenses may be deducted from income by those 
who move at least 40 kilometres closer to their new workplace. 
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Non-Refundable Tax Credits" 
Basic Personal Credit - A credit of $536 is available to every taxfiler. 


Married Credit (including Equivalent-to-Married) - A credit of up to $447 is available to 
a taxfiler in respect of a dependent spouse or, if not married, in respect of an eligible 
dependent living with the taxfiler. 


Age Credit - The age credit of $289 is available to all taxfilers age 65 and over. 


Charitable Donations - A credit is available in respect of charitable donations and for gifts 
to Canada or a province, or for gifts of cultural property. 


Canada Pension Plan Contributions - A credit of up to $46 is available for required 
contributions. 


Unemployment Insurance Premiums - A credit of up to $54 is available for required 
premiums. 


Credit for Dependent Children - A credit of $35 may be claimed in respect of each 
dependent child under age 19, with the credit doubled for the third and subsequent children 
in the family. 


Pension Income Credit - This provision allows individuals, mostly seniors, to claim a credit 
of up to $88 in respect of their eligible pension income. 


Medical Expenses - A credit is available in respect of out-of-pocket medical and dental 
expenses in excess of 3 per cent of Net Income. 


Disability Credit - This credit of $289 is available to taxpayers who meet prescribed 
disability criteria. 


Tuition Fees - A student may claim a credit in respect of eligible tuition fees, with any 
unused credit portion transferable to a supporting taxpayer. 


Education Credit - This credit is for full-time students and is based on the number of months 
of attendance, with any unused credit portion transferable to a supporting taxpayer. 


The income tax return does not show any amounts for Provincial non-refundable income tax credits. 
The value of these credits in respect of individual Ontario tax payable has been estimated by multiplying 
each federal credit by Ontario’s tax rate of 52 per cent in 1989. 


Te 


Tax Expenditures Solely Within Ontario’s Jurisdiction 


Ontario Health Insurance Plan Premium Assistance - This program eliminates or reduces 
OHIP premiums for low-income families and specified groups. 


Ontario Tax Grants to Seniors - Property tax grants of up to $600 and sales tax grants of 
$50 are available to those age 65 and over. 


Ontario Property and Sales Tax Credits - This program provides refundable tax credits to 
low and moderate-income people under age 65 to reduce their property and sales tax burden. 


Ontario Tax Reduction - This program eliminates or reduces Ontario Income Tax of up to 
$150 for low-income taxfilers. 


Ontario Home Ownership Savings Plan Tax Credit - This program provides refundable 
tax credits of up to $500 for individuals and $1,000 for families saving for the purchase of 
a first home. 


Ontario Political Contribution Tax Credit - A tax credit of up to $750 is available to 
offset a portion of contributions made to registered provincial political parties. 


Corporate Tax Expenditures 
1989 Tax Rules 


Corporations Income Tax 


Small Business Deduction - Canadian-controlled private corporations that qualify for the 
federal small business deduction are eligible for a reduction of the Ontario Corporations 
Income Tax rate to 10 per cent on the first $200,000 of eligible income annually. 


Capital Cost Allowance vs. Accounting Depreciation - The capital cost allowance system 
allows companies to expense capital assets for tax purposes at a rate that generally exceeds 
accounting depreciation. 


Capital Gains Exclusion - One-third of most capital gains are taxable, and one-third of 
capital losses can be used to offset taxable capital gains. 


Reduced Rate for Specified Sectors - A one per cent tax rate reduction is provided for 
income earned from manufacturing, processing, mining, logging, farming, and fishing. 


Current Cost Adjustment - Provides a direct deduction from income otherwise subject to tax 
equal to a percentage of the purchase price of new manufacturing and processing machinery 
and air and water pollution control equipment purchased for use in Ontario. 
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Research and Development Super Allowance - Provides a deduction from income otherwise 
subject to tax equal to a percentage of current and capital expenditures on research and 
development incurred in Ontario. 


Exploration and Development Expenses - All Canadian and Ontario exploration and 
development expenses associated with mining activities are fully deductible. 


Resource Allowance - Provides a tax deduction equal to a percentage of resource profits 
earned from the production of oil and gas and minerals. 


Small Business Development Corporations Program - This program entitles investors to 
receive an Ontario Government grant (for individuals) or a tax credit (for corporations) based 
on the amount invested in eligible small businesses through an approved Small Business 
Development Corporation. 


Ontario Mineral Exploration Program - Junior exploration companies, i.e. non-producing, 
may receive a tax credit or grant equal to 25 per cent of eligible exploration expenses. 


Capital Tax 


Flat Capital Tax for Small Business - Certain small corporations are either exempt from 
payment of capital tax or subject to a reduced flat rate of tax. 


Mining Tax 


Three-Year Mining Tax Exemption for New Mines - Income earned from a new mine or 
a major expansion of an existing mine is exempt from mining tax for the first three years of 
commercial production. 


$500,000 Mining Income Exemption - An exemption is provided annually on the first 
$500,000 of mining income. 
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Retail Sales Tax Expenditures 
1989 Tax Rules 


Services 


Professional - Professional fees are exempt from RST. 
Commercial - Most commercial services are exempt from RST. 
Personal - Most personal services are exempt from RST. 


Transient Accommodation - Transient accommodation is taxed at a reduced rate of 5 per 
cent. 


Admission Fees - All admission fees to places of amusement costing $4 or less and other 
specific events are exempt from RST. 


Goods 


Energy - All forms of energy, including motive fuels, are exempt from RST. 


Basic Groceries - All grocery store food, except soft drinks, snack foods and confections, 
are exempt from RST. 


Production Machinery - Production machinery and equipment and subsequent repairs are 
exempt from RST. 


Reading Materials - Magazines purchased by subscription, books and newspapers are exempt 
from RST. 


Prepared Foods - Prepared food priced at $4 or less is exempt from RST. 


Soil and Water - Soil, clay, sand, gravel, unfinished stone and natural water are exempt from 
RST. 


Prescription Drugs - All drugs prescribed by a doctor, dentist or veterinarian are exempt 
from RST. 


Children’s Clothing - Children’s sized clothing is exempt from RST. 


Aircraft - Commercial aircraft and parts, equipment and repairs for such aircraft are exempt 
from RST. 


207. 


Medical Equipment - Hearing aids, dental and prescription optical appliances are exempt 
from RST. 


Footwear - Footwear priced at $30 or less is exempt from RST. 


Feminine Hygiene Products - Tampons, Sanitary pads and sanitary belts are exempt from 
RST. 


Purchaser Specific 


Farmers - Most implements, machinery and repairs, and agricultural products are exempt from 
RST when purchased by a person engaged in farming. 


Visitors to Ontario - Out-of-province visitors to Ontario are eligible for a refund of RST 
paid on certain items. 


Hospitals - Medical and surgical equipment purchased by a hospital is exempt from RST. 


Religious/Charitable - Used clothing and/or footwear sold by these organizations for $50 or 
less and meals sold at a nominal charge are exempt from RST. These organizations’ 
purchases of publications, items used for worship, and construction materials are exempt from 
RST under certain conditions. 


Disabled Persons - Most prosthetic and orthopaedic devices are exempt from RST. A rebate 
for RST paid on purchases of vehicles used to transport persons with physical disabilities is 
available, to a maximum of $1,600 for cars and $2,400 for vans. 


Fisherpersons - Certain fishing equipment, including vessels, is exempt from RST when 
purchased by commercial fisherpersons. 


Fur-Trappers - Trapping equipment purchased by a licensed trapper is exempt from RST. 


Museums/Galleries - Works of art purchased by a museum or art gallery are exempt from 
RST if 50 per cent or more of the establishment’s revenue is provided by public donations 
or grants. 


Municipalities (fire trucks) - Fire-fighting vehicles priced at more than $1,000 and purchased 
for exclusive use of a municipality, public hospital, university, local service board or volunteer 
group are exempt from RST. 
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APPENDIX II 


Fiscal Capacity and Tax Effort 


Fiscal capacity measures the relative ability of a province to raise revenues from available 
revenue sources. Tax effort measures the relative extent to which each province taxes those 
available revenue sources. In this section, these measures are used to make interprovincial 
comparisons. 


Determination of Fiscal Capacity 


Fiscal capacity can be measured by a number of different indices. 


The Representative Tax System (RTS) is the one used by the federal and provincial 
governments as a measurement of fiscal capacity. In the Representative Tax System, each 
revenue source has an associated tax base and the fiscal capacity can be related to population. 
For example, the base for tobacco taxes is the number of cigarettes sold in a province. Ifa 
province’s share of a base is lower than its population share, that province is said to have a 
fiscal capacity deficiency in that tax base. If the opposite is true, a fiscal Capacity surplus 
exists. In other words, a province has a fiscal capacity deficiency in a tax base if its per 
capita share of a base is less than the national average. 


Tax bases are defined according to the taxing practices of provinces. For example, if an 
item such as infants’ clothing is exempt from the retail sales tax in a majority of the 
provinces, such sales would not be included in the tax base. Hence, the term "representative". 


Employing data from the federal Equalization Program, it is possible to derive an aggregate 
tax base share by adding together 37 different provincial and local tax bases. This provides 
a single, comprehensive measure of a province’s relative fiscal capacity. In 1988-89, Ontario’s 
fiscal capacity, measured on this basis for provincial-local own-source revenues, was 109 per 
cent of the national average. The chart below indicates how Ontario’s fiscal Capacity has 
varied over the past ten years. 
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FISCAL CAPACITY OF ONTARIO 
(PER CENT OF NATIONAL AVERAGE FISCAL CAPACITY) 


0 Pe 
1979-1980 1981-1982 1983-1984 1985-1986 1987-1988 
1980-1981 1982-1983 1984-1985 1986-1987 1988-1989 


Notes: Data for 1987-88 and 1988-89 are subject to revision. 
Index for 1987-88 is based on phased-in value of tax base change in 1987 
Fiscal Arrangements Regulations. 

Source: Department of Finance, Canada. 


As Table 1 shows, own-source fiscal capacities in 1988-89 ranged from 62 per cent for 
Newfoundland to 137 per cent for Alberta. If federal transfer revenues are added to 
provincial-local own-source revenues, the fiscal capacity of "equalization-recipient" provinces 
approaches the national average. Since federal transfers are relatively large for the 
“equalization-recipient" provinces, the relative fiscal capacities of the "non-recipient" provinces 
decline. For example, Ontario’s 1988-89 fiscal capacity declined 9 percentage points to 100 
per cent of the national average, primarily because the Province does not receive federal 
equalization payments. 


- 110- 


LLL SSS SSS SSS SSS SSSR 


Indices of Provincial-Local Table 1 
Fiscal Capacity, 1988-89 
(Per Cent of National Average) 


_—— 


Provincial- 
Local Own-Source 
Provincial-Local Revenues plus 
Own-Source All Federal 
Revenues Transfers* 
Newfoundland 62 95 
Prince Edward Island 66 98 
Nova Scotia 77 96 
New Brunswick a2 98 
Quebec 87 95 
Ontario 109 100 
Manitoba 83 94 
Saskatchewan 90 95 
Alberta 137 122 
British Columbia 105 99 
National Average 100 100 
. Federal Transfers include federal 1988-89 Main Estimates only. 
Note: Data are subject to revision. 


Source: Department of Finance, Canada and Ontario Ministry of Treasury and Economics 
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Included in the determination of federal transfers are special contracting-out tax points that 
Quebec opted for in lieu of a portion of federal cash contributions under the Canada 
Assistance Plan and Hospital Insurance. The latter contributions were subsequently rolled into 
Established Programs Financing. 


Determination of Tax Effort 


A comparison of provincial tax rates on individual revenue sources (e.g., Sales Tax Rate) is 
often employed as a gauge of relative revenue-raising efforts. However, such comparisons 
alone do not provide a way of assessing a province’s overall tax effort. 


As with the determination of fiscal capacity, tax effort can be measured by individual revenue 
sources. For each revenue source, a national average tax rate can be calculated by dividing 
the provincial revenues collected by the total all-province tax base. A comprehensive measure 
of tax effort can then be calculated by dividing a province’s share of total provincial-local 
revenues by its share of total tax base. 


This measure of tax effort indicates to what extent a province is taxing what is available to 
be taxed, relative to the national average. Local revenues are included because of the varying 
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responsibilities that individual provinces allocate to their local governments. Table 2 provides 
the indices of relative tax effort for 1988-89 on this comprehensive basis. 


SSS SSE SSS SSS SSS SSS SSS 
Indices of Provincial-Local Tax Effort, 1988-89 Table 2 
(Per Cent of National Average Tax Effort) 

a Es a ee 


Newfoundland 99 
Prince Edward Island 96 
Nova Scotia 89 
New Brunswick 96 
Quebec 115 
Ontario 100 
Manitoba 111 
Saskatchewan 103 
Alberta 73 
British Columbia 100 
National Average 100 
Note: Data are subject to revision. 


Source: Department of Finance, Canada. 


eee 


Ontario’s overall tax effort is equal to the national average. Alberta’s tax effort is about 27 
per cent below the national average, mainly because it levies no sales tax and has the lowest 
personal income tax rates. Since Alberta’s share of oil and gas revenues is about the same 
as its share of oil and gas tax bases, its resource taxation does not bias its tax effort. 


Quebec has a very high tax effort, some 15 percentage points above the national average in 
1988-89. Despite high rates of taxation on certain revenue sources, the Maritime provinces 
do not have a high degree of overall tax effort, due in large part to their relatively low levels 
of local property taxation. 
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APPENDIX III 


Glossary of Terms 


Ad Valorem Tax - A percentage-based tax, typically applied to a measure of value such as 
selling price. 


Basic Federal Tax - The level of tax determined by applying the federal tax rate schedule 
to taxable income and subtracting non-refundable credits. It is not federal tax payable, which 
is basic tax adjusted by credits, surtaxes or reductions. Ontario’s tax rate of 52 per cent in 
1989 is applied to Basic Federal Tax to yield Basic Ontario Income Tax. 


Canada Assistance Plan (CAP) - Federal-provincial cost-sharing mechanism for provincially- 
administered social assistance and welfare programs. 


Capacity Utilization Rate - The ratio of actual Output of an industry (plant, firm, or 
economy) to the output it could produce with its existing plant and equipment. 


Computer-assisted design and computer-assisted manufacturing (CAD/CAM) - The use 
of electronic equipment to design and manufacture products. CAD/CAM permits design 
changes to be refined, tested and incorporated into manufacturing more quickly than traditional 
methods. 


Consolidated Public Sector Debt - Debt incurred at all levels of Provincial jurisdiction, 
including the Province, Ontario Hydro, municipalities, hospitals, universities and colleges. 


Consumer Price Index (CPI) - A monthly index measuring the retail prices of a fixed basket 
of goods and services purchased by consumers. 


Consumption - The value of spending by consumers on goods and services, measured in 
current dollar terms (nominal) or adjusted for inflation (real). In Ontario, consumption 


accounts for approximately 55 per cent of Gross Domestic Product. 


Cost-of-living Adjustment - An adjustment to incomes, wages or other payments to maintain 
previous purchasing power in the face of changing consumer prices. 


Debt to Equity Ratio - The total debt of a corporation divided by its shareholders’ total 
equity. 


Deductions - Reductions in the income tax base, usually for specific expenses incurred in 
order to earn income. 


Deficit - The amount by which budgetary expenditures exceed budgetary revenues. 


Economies of Scale - Reductions in the average cost of production achieved by increasing 
the volume of output. 
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Equalization - Unconditional transfers from the federal government to qualifying provinces 
with the aim of ensuring that provincial governments have sufficient revenues to provide 
reasonably comparable levels of public service at reasonably comparable levels of taxation. 


Established Programs Financing (EPF) - Federal block contributions to the provinces in 
respect of health care and post-secondary education. 


Exemptions - Amounts deductible from income in recognition of specific personal 
circumstances or, in the case of sales taxes, items specifically excluded from the tax base. 


Expenditures - Direct expenditures on government programs include payments for goods and 
services, interest on the public debt, salaries and employee benefits, transfer payments to 
individuals, municipalities and institutions, subsidies and grants, and the acquisition and 
construction of fixed assets. 


Export - A good or service produced in one country or jurisdiction and sold to another. 


Final Demand - Domestic and foreign purchases of goods and services produced for final 
use within the economy, excluding inventory change. 


Final Domestic Demand - Purchases of goods and services for final use within the economy, 
excluding the foreign sector (exports and imports) and inventory change. 


Fiscal Arrangements - Institutional vehicles through which the federal government transfers 
funds to the provinces as part of its commitment to shared-cost programs and interprovincial 
fiscal capacity equalization. 


Fiscal Capacity - Measure of a province’s ability to raise revenues from available revenue 
sources relative to other provinces. 


Fiscal Policy - The use of the Government’s spending and taxing power to affect the 
aggregate level of economic activity. LExpansionary fiscal policy is generally characterized 
by an increase in discretionary spending or a tax cut. 


Fiscal Stabilization - Unconditional cash transfers from the federal government to ensure 
that no province’s tax revenues, measured on the basis of constant tax rates and structure, 
plus its equalization payments, will be less than they were in the previous year. 


Greater Toronto Area (GTA) - Includes municipalities in the regions of Halton, Durham, 
Peel, York and Metropolitan Toronto. 


Gross Borrowing - Total borrowing including borrowing necessary for debt retirement 
purposes. 


Gross Domestic Product (GDP) - The value of goods and services produced within the 
geographic boundaries of an area, expressed either in current dollar value (nominal) or adjusted 
for inflation (real). 
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Gross National Product (GNP) - The value of a nation’s total Output of goods and services, 
expressed either in current dollar terms (nominal) or adjusted for inflation (real). The 
percentage change in real GNP is the usual measure of the real growth rate of the economy. 


Group of Seven Countries - Canada, France, Italy, Japan, United Kingdom, United States 
and West Germany. 


Guaranteed Debt - Debt which the Province agrees to honour if the borrowing party cannot 
or will not; primarily Ontario Hydro. 


Household Formation - Net increases in new households in a period. 

Import - A good or service which has been bought from another country or jurisdiction. 
Inflation - A continuing rise in the general price level. 

Interest Rate " The price paid (charged) by a borrower (lender) of money. Nominal interest 
rates are those actually paid; real interest rates are nominal rates less the expected rate of 


inflation. (Current rates of inflation are generally used as proxies for expected rates.) 


Interest Service Ratio - Total interest payments taken as a per cent of cash flow of industrial 
corporations before interest and taxes are deducted. 


Inventory - The total value of the various raw materials, goods in process, parts and finished 
goods held by a firm. 


Inventory Accumulation - An increase in the level of inventories held in the economy. 


Investment -.The value of spending on capital goods such as houses, plant, machinery and 
equipment; may be measured in current dollar terms (nominal) or adjusted for inflation (real). 


Just-in-time Production - A system of production in which parts are delivered to assembly 
plants when they are required, eliminating the need for warehousing by the assembler. 


Labour Force - The total number of persons, age 15 and over, who are either employed or 
looking for work. 


Marginal Tax Rates - A schedule of rates used to determine the amount of tax payable at 
various taxable income levels and on each additional dollar of taxable income. 


Monetary Policy - The policies of the central bank (Canada - Bank of Canada; U.S. - Federal 
Reserve Board) that determine the availability and cost of credit (i.e., interest rates) in the 
economy. Tight (anti-inflationary) monetary policy restricts growth of the money supply, thus 
raising interest rates and reducing inflation by squeezing demand from the economy. 


MUSH sector - Municipalities, universities, school boards, hospitals, colleges and libraries. 
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Net Borrowing - Gross borrowing less borrowing needed for debt retirements. 


Net Cash Requirements or Surplus (NCR) - The sum of the deficit and the net balance 
of other accounts. 


Net Migration - The difference between the total population coming into the province and 
the total population leaving. 


New Industrialized Economies - Jurisdictions which have recently achieved middle-income 
status through rapid industrialization and surging exports. They include Hong Kong, 
Singapore, Taiwan and South Korea. 


Nominal (GDP, consumption, investment, etc.) - Value in current dollars (i.e., not adjusted 
for inflation). 


Non-Marketable Securities - Securities which may not be bought or sold in public capital 
markets. 


Non-Public Borrowing - Borrowing from non-public sources of funds, usually pension funds 
like the Canada Pension Plan. 


Numerically-controlled machine tools - Machine tools whose motions are controlled by 
computerized mathematical instructions, rather than directly by a human operator. 


Operating Position - The difference between revenues and expenditures, excluding capital 
expenditures. 


Organization for Economic Cooperation and Development (OECD) - An organization of 
industrial nations, with a permanent staff of officials, established in 1961 to improve trade 
and investment flows among its members, to analyze and deal with balance-of-payments and 
other economic problems and to coordinate foreign-aid policies. 


Other Accounts - The lending, investment and special account administration activities of the 
Government, including loans, advances and investments, pension and related benefit funds and 
special purpose accounts. The transactions affect only asset and liability accounts. 


Other Revenue - Total revenue minus taxation revenue and payments from the federal 
government. Major sources include OHIP premiums, LCBO and lottery profits, fees and 
licences and interest income. 


Own-Purpose Debt - Debt issued by Ontario for Provincial purposes only. It excludes debt 
issued by Ontario on behalf of Ontario Hydro. 


Paid-Up Capital - For most corporations, paid-up capital are funds invested in the corporation 
by its shareholders and other parties, loans or advances made to the corporation, and its 
cumulative undistributed corporate profit less its investment in other firms. 
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Participation Rate - The percentage of the population, age 15 and over, that is in the labour 
force. 


Per Capita - Per person. 


Per Point Yields - An estimate of direct revenue which would be gained or lost for a first 
unit change in tax rates. 


Personal Disposable Income - The income remaining to persons for consumption or saving 
after deduction of income taxes and other legislated deductions, such as CPP premiums. 


Personal Income - The income received by persons from all sources. 
Personal Income Tax Revenue Guarantee - Federal program that compensates provinces 
when amendments to the federal Income Tax Act reduce, without notice, a province’s Personal 


Income Tax revenues by more than one per cent of the Basic Federal Tax for the province. 


Personal Savings Rate - Percentage of personal disposable income that is not spent on current 
consumption. 


Prime Rate - The interest rate charged by chartered banks to their most credit-worthy 
customers. 


Productivity - Output per unit of input (labour, capital, energy) employed. 


Protectionism - Advocacy of protective tariffs and other barriers to trade as a means of 
developing national wealth. 


Public Borrowing - Borrowing which is done through public capital markets. 

Public Debt Interest - Interest paid by Ontario on total debt incurred for its Own purpose. 
Real (GDP, consumption, etc.) - Adjusted for inflation, constant dollar. 

Recession - A downturn in the business cycle, characterized by weak economic activity and 


high unemployment. Two consecutive quarters of decline are generally considered to indicate 
a recession. 


Recovery - The upturn of the business cycle following a recession, characterized by an 
increase in economic activity. 


Representative Tax System - A series of thirty-seven distinct revenue sources used to 
determine what provinces, collectively, tax. 


Revenue - Includes revenue raised through taxation, premiums, fees, licences and permits, 
payments from the federal government under the Fiscal Arrangements and shared-cost programs 
and income from investments. 


se fh is 1a 


Seasonal Adjustment (seasonally-adjusted) - A statistical adjustment to take account of 
seasonal factors, such as weather, so that data more accurately reflect underlying trends. 


Specific Rate of Tax - A fixed rate per unit (e.g., gasoline is taxed at a rate of 10.3 cents 
per litre). 


Surtax - A tax additional to Basic Ontario or Basic Federal Tax, usually calculated with 
reference to basic tax or to taxable income. 


Tariff - A tax imposed on imported goods, levied either as a percentage of their value or 
according to the number of units imported. 


Tax Base - The taxable value to which tax rates are applied (e.g., the taxable portion of 
income; or the value of goods and services taxed under the Retail Sales Tax). 


Tax Collection Agreement - The agreement between each province and the federal 
government that authorizes the federal government to collect that province’s Personal Income 
Tax. Under the current arrangements, the provinces agree to calculate their tax as a 
percentage of Basic Federal Tax, effectively waiving all rights to determine the tax base. 
Provinces are permitted limited credit and surtax/reduction programs. Some provinces have 
similar arrangements for Corporate Income Taxes. 


Tax Credit - A reduction of certain taxes paid, with the amount of the credit determined by 
a specified formula. Ontario Tax Credits, for example, offset property and sales taxes for 
individuals by reducing Ontario Personal Income Taxes. The level of this credit is a function 
of both the amount of tax paid and the ability-to-pay of the individual. As a result, credit 
benefits fall as income rises, effectively redistributing tax burdens in favour of lower income 
individuals. 


Tax Effort - Measure of the extent that a province actually taxes available revenue sources 
relative to other provinces. 


Tax Expenditure - A specific incentive in the tax structure that reduces the normal amount 
of tax paid to a lower or zero amount. 


Total Debt - Total liabilities of the Province issued for Provincial purposes. 


Unemployment Rate - The number of persons in the labour market who are unemployed as 
a percentage of the labour force; may be either seasonally-adjusted or unadjusted (actual). 


Unit Labour Cost - A measure of productivity calculated by dividing the total wage bill by 
the total number of units of a good or service produced. 


Value-Added - The value of a firm’s output minus the value of the inputs it purchases from 
other firms. 
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Review of Selected Financial 
and Economic Statistics 
($ Million) 


1979-80 1980-81 1981-82 1982-83 


Revenue 14,236 15,585 17.914 19,367 
Expenditure £5357 16,882 19,694 22,556 

Deficit 1,121 1,297 1.780 3,189 
Other Accounts - net 537 494 271 718 
Net Cash Surplus/(Requirements) (584) (803) (1,503) (2,478) 
Ee Tm 


Financial Position 


Total Debt 18,096 19,802 21,354 23,958 


Provincial Debt Transactions - Proceeds | 
net of Retirements a es) 968 1,363 2,051 


Gross Domestic Product (GDP) | 

at Market Prices’ 104,363 114,994 131,831 137,30 
Personal Income’ 84,607 94,411 110,033 122,44. 
Population - June (’000) 8,501 8,570 8,625 8,70. 
Total Debt per Capita (dollars) 2,128 2j277 2,475 2,75; 
Personal Income per Capita (dollars) 9953 11,016 Pew 14,068 
Expenditure as a per cent of GDP 14.7 14.7 14.9 16. 
Deficit as a per cent of GDP 1 Ll 1.4 2. 
NCR as a per cent of GDP 0.6 OT 1.1 it 
Total Debt as a per cent of GDP | pe 17.0 16.2 17% 


ne 


Cumulative Net Borrowing for Ontario Hydro 
LS. 4,506 4,379 2 io 6,05 
CPF. - 500 1,000 1,00 


Contingent Liabilities 
(mainly Ontario Hydro) 


7,904 8,553 9,284 11,12 


1 Gross Domestic Product and Personal Income are calculated on a calendar year basis. The amounts 
appearing in a fiscal year column are for the preceding calendar year. 


2 Ontario Finances, September 30, 1989. 
Note: All funds are quoted in Canadian dollars. 
N/A - not available. 


Source: Ontario Ministry of Treasury and Economics. 
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| Interim 
1983-84 1984-85 1985-86 1986-87 1987-88 1988-89 1989-902 
| 21,412 23,893 26,240 29,544 32,453 37,256 40,726 
Buss 2,559 2,614 2,634 2,489 1,479 570 
(2,289) (1,702) (1,605) (1,348) (1,286) (50) 477 
| 
27,406 30,041 32,904 35,103 36,981 39,014 39,952 
| 2,860 2,090 2,102 1,194 901 700 (104) 
ia as I ee cy C104) 
151,945 171,499 186,166 204,700 225,428 249497 271.177 
131,947 146,193 158.388 170,480 188,338 206,399 225.064 
8.798 8,902 9,006 9,113 9,265 9,426 9,570 
3,116 3,374 3,654 3,852 3,991 4,139 4,175 
14,997 16,422 17,587 18,707 20,327 21,896 23.517 
B 16.2 15.5 15.5 15.7 15.6 15.5 is 
) 2.1 1.5 1.4 1.3 Ll 0.6 0.2 
Bus 1.0 0.9 0.7 0.6 0.2 0.1 
S 18.0 17.6 si wo 16.5 15.6 14.7 
cc ee i ey ue ET 
6,487 7,206 7,189 6,667 6,033 5,692 N/A 
1,000 1,000 1,000 1,119 1,508 2,097 N/A 


12,711 14,220 15,963 17,603 18,595 20,559 /A 
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